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coverage for employees who retire from Divi-
sion B as a result of a plant shutdown, but
only for the 2-year period coinciding with
their severance pay. Also in 2000, X amends
the health plan to provide that employees
who retire from Division A as a result of a
plant shutdown receive health coverage only
for the 2-year period coinciding with their
severance pay. A plant shutdown that affects
Division A and Division B employees occurs
in 2000. The number of individuals receiving
coverage for applicable health benefits as of
the last day of 2001 is 200. In 2002, Employer
X makes a qualified transfer under section
420. As of the last day of 2002, applicable
health benefits are provided to 170 individ-
uals, because the 2-year period of benefits
ends for 10 employees who retired from Divi-
sion A and 20 employees who retired from Di-
vision B as a result of the plant shutdown
that occurred in 2000.

(ii) There is no significant reduction in re-
tiree health coverage in 2002. Coverage for
the 10 retirees from Division A who lose cov-
erage as a result of the end of the 2-year pe-
riod is treated as having ended by reason of
employer action, because coverage for those
Division A retirees ended by reason of a plan
amendment made after December 17, 1999.
However, the terms of the health plan that
limit coverage for employees who retired
from Division B as a result of the 2000 plant
shutdown (to the 2-year period) were adopted
contemporaneously with the provision under
which those employees became eligible for
retiree coverage under the health plan. Ac-
cordingly, under the rule provided in para-
graph (b)(4)(ii) of this section, coverage for
those 20 retirees from Division B is not
treated as having ended by reason of em-
ployer action. Thus, the number of individ-
uals whose health benefits ended by reason
of employer action in 2002 is 10. Since the
number of individuals receiving coverage for
applicable health benefits as of the last day
of 2001 is 200, the employer-initiated reduc-
tion percentage for 2002 is 5 percent (10/200),
which is less than the 10 percent annual
limit.

(e) Regulatory effective date. This sec-
tion is applicable to transfers of excess
pension assets occurring on or after
December 18, 1999.

[T.D. 8948, 66 FR 32900, June 19, 2001]
CERTAIN STOCK OPTIONS

§1.421-1 Meaning and use of certain
terms.

(a) Option. (1) For purposes of this
section and §§1.421-2 through 1.424-1,
the term ‘‘option” means the right or
privilege of an individual to purchase
stock from a corporation by virtue of

§1.421-1

an offer of the corporation continuing
for a stated period of time, whether or
not irrevocable, to sell such stock at a
price determined under paragraph (e)
of this section, such individual being
under no obligation to purchase. The
individual who has such right or privi-
lege is referred to as the optionee and
the corporation offering to sell stock
under such an arrangement is referred
to as the optionor. While no particular
form of words is necessary, the option
must express, among other things, an
offer to sell at the option price, the
maximum number of shares purchas-
able under the option, and the period of
time during which the offer remains
open. The term option includes a war-
rant that meets the requirements of
this paragraph (a)(1).

(2) An option may be granted as part
of or in conjunction with an employee
stock purchase plan or subscription
contract. See section 423.

(3) An option must be in writing (in
paper or electronic form), provided
that such writing is adequate to estab-
lish an option right or privilege that is
enforceable under applicable law.

(b) Statutory options. (1) The term
statutory option, for purposes of this
section and §§1.421-2 through 1.424-1,
means an incentive stock option, as de-
fined in §1.422-2(a), or an option grant-
ed under an employee stock purchase
plan, as defined in §1.423-2.

(2) An option qualifies as a statutory
option only if the option is not trans-
ferable (other than by will or by the
laws of descent and distribution) by the
individual to whom the option was
granted, and is exercisable, during the
lifetime of such individual, only by
such individual. See §§1.422-2(a)(2)(V)
and 1.423-2(j). Accordingly, an option
which is transferable or transferred by
the individual to whom the option is
granted during such individual’s life-
time, or is exercisable during such in-
dividual’s lifetime by another person,
is not a statutory option. However, if
the option or the plan under which the
option was granted contains a provi-
sion permitting the individual to des-
ignate the person who may exercise the
option after such individual’s death,
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neither such provision, nor a designa-
tion pursuant to such provision, dis-
qualifies the option as a statutory op-
tion. A pledge of the stock purchasable
under an option as security for a loan
that is used to pay the option price
does not cause the option to violate the
nontransferability requirements of this
paragraph (b). Also, the transfer of an
option to a trust does not disqualify
the option as a statutory option if,
under section 671 and applicable State
law, the individual is considered the
sole beneficial owner of the option
while it is held in the trust. If an op-
tion is transferred incident to divorce
(within the meaning of section 1041) or
pursuant to a domestic relations order,
the option does not qualify as a statu-
tory option as of the day of such trans-
fer. For the treatment of nonstatutory
options, see §1.83-7.

(3)(i) The determination of whether
an option is a statutory option is made
as of the date such option is granted.
An option which is a statutory option
when granted does not lose its char-
acter as such an option by reason of
subsequent events, and an option which
is not a statutory option when granted
does not become such an option by rea-
son of subsequent events. See, however,
paragraph (e) of §1.424-1, relating to
modification, extension, or renewal of
an option. For rules concerning options
that are not statutory options, see
§1.83-7.

(ii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. X Corporation is a subsidiary of
S Corporation which, in turn, is a subsidiary
of P Corporation. On June 1, 2004, P grants to
an employee of P a statutory option to pur-
chase a share of stock of X. On January 1,
2005, S sells a portion of the X stock which it
owns to an unrelated corporation and, as of
that date, X ceases to be a subsidiary of S.
Because X was a subsidiary of P on the date
of the grant of the statutory option, the op-
tion does not fail to be a statutory option
even though X ceases to be a subsidiary of P.

Example 2. Assume P grants an option to an
employee under the same facts as in example
(1) above, except that on June 1, 2004, X is
not a subsidiary of either S or P. Such op-
tion is not a statutory option on June 1, 2004.
On January 1, 2005, S purchases from an un-
related corporation a sufficient number of
shares of X stock to make X, as of that date,
a subsidiary of S. Because X was not a sub-
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sidiary of S or P on the date of the grant of
the option, the option is not a statutory op-
tion even though X later becomes a sub-
sidiary of P. See §§1.422-2(a)(2) and 1.423-2(Db).

(c) Time and date of granting option.
(1) For purposes of this section and
§§1.421-2 through 1.424-1, the language
‘“‘the date of the granting of the op-
tion” and ‘‘the time such option is
granted,” and similar phrases refer to
the date or time when the granting
corporation completes the corporate
action constituting an offer of stock
for sale to an individual under the
terms and conditions of a statutory op-
tion. Except as set forth in §1.423-
2(h)(2), a corporate action constituting
an offer of stock for sale is not consid-
ered complete until the date on which
the maximum number of shares that
can be purchased under the option and
the minimum option price are fixed or
determinable.

(2) If the corporation imposes condi-
tions on the granting of an option (as
distinguished from conditions gov-
erning the exercise of the option), such
conditions shall be given effect in ac-
cordance with the intent of the cor-
poration. However, under section 424(i),
if the grant of an option is subject to
approval by stockholders, the date of
grant of the option shall be determined
as if the option had not been subject to
such approval. A condition which does
not require corporate action, such as
the approval of, or registration with,
some regulatory or governmental agen-
cy, for example, a stock exchange or
the Securities and Exchange Commis-
sion, is ordinarily considered a condi-
tion upon the exercise of the option un-
less the corporate action clearly indi-
cates that the option is not to be
granted until such condition is satis-
fied. If an option is granted to an indi-
vidual upon the condition that such in-
dividual will become an employee of
the corporation granting the option or
of a related corporation, such option is
not granted prior to the date the indi-
vidual becomes such an employee.

(3) In general, conditions imposed
upon the exercise of an option will not
operate to make ineffective the grant-
ing of the option. For example, on June
1, 2004, the A Corporation grants to X,
an employee, an option to purchase
5,000 shares of the corporation’s stock,
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exercisable by X on or after June 1,
2005, provided he is employed by the
corporation on June 1, 2005, and pro-
vided that A’s profits during the fiscal
year preceding the year of exercise ex-
ceed $200,000. Such an option is granted
to X on June 1, 2004, and will be treated
as outstanding as of such date.

(d) Stock and voting stock. (1) For pur-
poses of this section and §§1.421-2
through 1.424-1, the term stock means
capital stock of any class, including
voting or nonvoting common or pre-
ferred stock. Except as otherwise pro-
vided, the term includes both treasury
stock and stock of original issue. Spe-
cial classes of stock authorized to be
issued to and held by employees are
within the scope of the term stock as
used in such sections, provided such
stock otherwise possesses the rights
and characteristics of capital stock.

(2) For purposes of determining what
constitutes voting stock in
ascertaining whether a plan has been
approved by stockholders under §1.422—
2(b) or 1.423-2(c) or whether the limita-
tions pertaining to voting power con-
tained in §§1.422-2(f) and 1.423-2(d) have
been met, stock which does not have
voting rights until the happening of an
event, such as the default in the pay-
ment of dividends on preferred stock, is
not voting stock until the happening of
the specified event. Generally, stock
which does not possess a general voting
power, and may vote only on particular
questions, is not voting stock. How-
ever, if such stock is entitled to vote
on whether a stock option plan may be
adopted, it is voting stock.

(3) In general, for purposes of this
section and §§1.421-2 through 1.424-1,
ownership interests other than capital
stock are considered stock.

(e) Option price. (1) For purposes of
this section and §§1.421-2 through 1.424-
1, the term option price, price paid under
the option, or exercise price means the
consideration in cash or property
which, pursuant to the terms of the op-
tion, is the price at which the stock
subject to the option is purchased. The
term option price does not include any
amounts paid as interest under a de-
ferred payment arrangement or treated
as interest.

(2) Any reasonable valuation method
may be used to determine whether, at
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the time the option is granted, the op-
tion price satisfies the pricing require-
ments of sections 422(b)(4), 422(c)(bH),
422(c)(7), and 423(b)(6) with respect to
the stock subject to the option. Such
methods include, for example, the valu-
ation method described in §20.2031-2 of
this chapter (Estate Tax Regulations).

(f) Exercise. For purposes of this sec-
tion and §§1.421-2 through 1,424-1, the
term ‘‘exercise’, when used in ref-
erence to an option, means the act of
acceptance by the optionee of the offer
to sell contained in the option. In gen-
eral, the time of exercise is the time
when there is a sale or a contract to
sell between the corporation and the
individual. A promise to pay the option
price does not constitute an exercise of
the option unless the optionee is sub-
ject to personal liability on such prom-
ise. An agreement or undertaking by
the employee to make payments under
a stock purchase plan does not con-
stitute the exercise of an option to the
extent the payments made remain sub-
ject to withdrawal by or refund to the
employee.

(g) Transfer. For purposes of this sec-
tion and §§1.421-2 through 1.424-1, the
term ‘‘transfer’’, when used in ref-
erence to the transfer to an individual
of a share of stock pursuant to his ex-
ercise of a statutory option, means the
transfer of ownership of such share, or
the transfer of substantially all the
rights of ownership. Such transfer
must, within a reasonable time, be evi-
denced on the books of the corporation.
For purposes of section 422, a transfer
may occur even if a share of stock is
subject to a substantial risk of for-
feiture or is not otherwise transferable
immediately after the date of exercise.
See §1.422-1(b)(3) Example 2. A transfer
does not fail to occur merely because,
under the terms of the arrangement,
the individual may not dispose of the
share for a specified period of time, or
the share is subject to a right of first
refusal or a right to reacquire the
share at the share’s fair market value
at the time of sale.

(h) Employment relationship. (1) An op-
tion is a statutory option only if, at
the time the option is granted, the
optionee is an employee of the corpora-
tion granting the option, or a related
corporation of such corporation. If the
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option has been assumed or a new op-
tion has been substituted in its place
under §1.424-1(a), the optionee must, at
the time of such substitution or as-
sumption, be an employee (or a former
employee within the 3-month period
following termination of the employ-
ment relationship) of the corporation
so substituting or assuming the option,
or a related corporation of such cor-
poration. The determination of wheth-
er the optionee is an employee at the
time the option is granted (or at the
time of the substitution or assumption
under §1.424-1(a)) is made in accord-
ance with section 3401(c) and the regu-
lations thereunder. As to the granting
of an option conditioned upon employ-
ment, see paragraph (c)(2) of this sec-
tion. A statutory option must be grant-
ed for a reason connected with the indi-
vidual’s employment by the corpora-
tion or by its related corporation.

(2) In addition, §1.421-2(a) is applica-
ble to the transfer of a share pursuant
to the exercise of the statutory option
only if the optionee is, at all times dur-
ing the period beginning with the date
of the granting of such option and end-
ing on the day 3 months before the date
of such exercise, an employee of either
the corporation granting such option, a
related corporation of such corpora-
tion, or a corporation (or a related cor-
poration of such corporation) sub-
stituting or assuming a stock option in
a transaction to which §1.424-1(a) ap-
plies. For purposes of the preceding
sentence, the employment relationship
is treated as continuing intact while
the individual is on military leave,
sick leave, or other bona fide leave of
absence (such as temporary employ-
ment by the Government) if the period
of such leave does not exceed 3 months,
or if longer, so long as the individual’s
right to reemployment with the cor-
poration granting the option (or a re-
lated corporation of such corporation)
or a corporation (or a related corpora-
tion of such corporation) substituting
or assuming a stock option in a trans-
action to which §1.424-1(a) applies, is
provided either by statute or by con-
tract. If the period of leave exceeds 3
months and the individual’s right to
reemployment is not provided either by
statute or by contract, the employ-
ment relationship is deemed to termi-
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nate on the first day immediately fol-
lowing such three-month period. Thus,
if the option is not exercised before
such deemed termination of employ-
ment, §1.421-2(a) applies to the transfer
of a share pursuant to an exercise of
the option only if the exercise occurs
within 3 months from the date the em-
ployment relationship is deemed termi-
nated.

(3) For purposes of determining
whether an individual meets the re-
quirements of this paragraph, the term
““employer corporation’’, as used in sec-
tion 424 (e) and (f), shall be read as
“‘grantor corporation’ or ‘‘corporation
issuing or assuming a stock option in a
transaction to which section 424(a) is
applicable’’, as the case may be. For
purposes of the employment require-
ment, a corporation employing an
optionee is considered a related cor-
poration if it was a parent or sub-
sidiary of the corporation granting the
option or substituting or assuming the
option during the entire portion of the
requisite period of employment during
which it was the employer of such
optionee.

(4) The application of this paragraph
may be illustrated by the following ex-
amples:

Example 1. On June 1, 2004, X Corporation
granted a statutory option to A, an em-
ployee of X Corporation, to purchase a share
of X stock. On February 1, 2005, X sold the
plant where A was employed to M Corpora-
tion, an unrelated corporation, and A was
employed by M. If A exercises his statutory
option on June 1, 2005, section 421 is not ap-
plicable to such exercise, because on June 1,
2005, A is not employed by the corporation
which granted the option or by a related cor-
poration of such corporation, nor was he em-
ployed by any of such corporations within 3
months before June 1, 2005.

Example 2. Assume the facts to be the same
as in example (1), except that when A was
employed by M Corporation, the option to
purchase X stock was terminated and was re-
placed by an option to buy M stock in such
circumstances that M Corporation is treated
as a corporation substituting an option
under section 424(a). If A exercises the option
to purchase the share of M stock on June 1,
2005, section 421 is applicable to the transfer
of the M stock because, at all times during
the period beginning with the date of grant
of the X option and ending with the date of
exercise of the M option, A was an employee
of the corporation granting the option or
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substituting or assuming the option under
§1.424-1(a).

Example 3. E is an employee of P Corpora-
tion. On June 1, 2004, P grants E a statutory
option to purchase a share of P stock. On
June 1, 2005, P acquires 100 percent of the
stock of S Corporation; on such date S be-
comes a subsidiary of P. On July 1, 2005, E
ceases to be employed by P and becomes em-
ployed by S. On October 10, 2005, while still
employed by S, E exercises his option to buy
P stock. Since E was at all times during the
requisite period of employment an employee
of either P, the corporation granting the op-
tion, or S, a subsidiary of the grantor during
the period in which such corporation was E’s
employer, section 421 is applicable to the ex-
ercise of the option.

Example 4. Assume the same facts as in ex-
ample (3) except assume that at the time E
became an employee of S Corporation, S as-
sumed E’s option to purchase P stock under
section 424(a). Section 421 is applicable to E’s
exercise of his option to buy P stock.

Example 5. M Corporation grants a statu-
tory option to E, an employee of such cor-
poration. E is an officer in a reserve Air
Force unit. E goes on military leave with his
unit for 3 weeks. Regardless of whether E is
an employee of M within the meaning of sec-
tion 3401(c) and the regulations thereunder
during such 3-week period, E’s employment
relationship with M is treated as uninter-
rupted during the period of E’s military
leave.

Example 6. Assume the same facts as in ex-
ample (5) and assume further that E’s active
duty status is extended indefinitely, but that
E has a right to reemployment with M or a
related corporation on the termination of
any military duty E may be required to
serve. E exercises his M option while on ac-
tive military duty. Irrespective of whether E
is an employee of M or a related corporation
within the meaning of section 3401(c) and the
regulations thereunder at the time of such
exercise or within 3 months before such exer-
cise, section 421 applies to such exercise.

Example 7. X Corporation grants an incen-
tive option to A, an employee of X Corpora-
tion, whose employment contract provides
that in the event of illness, A’s right to re-
employment with X, or a related corporation
of X, will continue for 1 year after the time
A becomes unable to perform his duties for
X. A falls ill for 90 days. For purposes of sec-
tion 422(a)(2), A’s employment relationship
with X will be treated as uninterrupted dur-
ing the 90-day period. If A’s incapacity ex-
tends beyond 90 days, then, for purposes of
section 422(a)(2), A’s employment relation-
ship with X will be treated as continuing un-
interrupted until A’s reemployment rights
terminate. Under section 422(a)(2), A has 3
months in which to exercise an incentive op-
tion after his employment relationship with
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X (and related corporations) is deemed ter-
minated.

(i) Additional definitions. (1) Corpora-
tion. For purposes of this section and
§§1.421-2 through 1.424-1, the term cor-
poration has the meaning prescribed by
section 7701(a)(3) and §301.7701-2(b) of
this chapter. For example, a corporation
for purposes of the preceding sentence
includes an S corporation (as defined in
section 1361), a foreign corporation (as
defined in section 7701(a)(5)), and a lim-
ited liability company that is treated
as a corporation for all Federal tax
purposes.

(2) Parent corporation and subsidiary
corporation. For the definition of the
terms parent corporation (and parent)
and subsidiary corporation (and sub-
sidiary), for purposes of this section and
§§1.421-2 through 1.424-1, see §1.424-
1(f)(i) and (ii), respectively. Related cor-
poration as used in this section and in
§§1.421-2 through 1.424-1 means either a
parent corporation or subsidiary cor-
poration.

(j) Effective/applicability date—(1) In
general. Except for paragraph (c)(1) of
this section, the regulations under this
section are effective on August 3, 2004.
Paragraph (c¢)(1) of this section is effec-
tive on November 17, 2009. Paragraph
(c)(1) of this section applies to statu-
tory options granted on or after Janu-
ary 1, 2010.

(2) Reliance and transition period. For
statutory options granted on or before
June 9, 2003, taxpayers may rely on the
1984 proposed regulations LR-279-81 (49
FR 4504), the 2003 proposed regulations
REG-122917-02 (68 FR 34344), or this sec-
tion until the earlier of January 1, 2006,
or the first regularly scheduled stock-
holders meeting of the granting cor-
poration occurring 6 months after Au-
gust 3, 2004. For statutory options
granted after June 9, 2003, and before
the earlier of January 1, 2006, or the
first regularly scheduled stockholders
meeting of the granting corporation
occurring at least 6 months after Au-
gust 3, 2004, taxpayers may rely on ei-
ther REG-122917-02 or this section.
Taxpayers may not rely on LR-279-81
or REG-122917-02 after December 31,
2005. Reliance on LR-279-81, REG-
122917-02, or this section must be in its
entirety, and all statutory options
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granted during the reliance period
must be treated consistently.

[T.D. 6887, 31 FR 8787, June 24, 1966, as
amended by T.D. 6975, 33 FR 14779, Oct. 3,
1968; T.D. 7554, 43 FR 31927, July 24, 1978. Re-
designated and amended by T.D. 9144, 69 FR
46406, Aug. 3, 2004; 69 FR 61310, Oct. 18, 2004;
69 FR 705651, Dec. 7, 2004; T.D. 9471, 74 FR
59077, Nov. 17, 2009]

§1.421-2 General rules.

(a) Effect of qualifying transfer. (1) If a
share of stock is transferred to an indi-
vidual pursuant to the individual’s ex-
ercise of a statutory option, and if the
requirements of §1.422-1(a) (relating to
incentive stock options) or §1.423-1(a)
(relating to employee stock purchase
plans) whichever is applicable, are met,
then—

(i) No income results under section 83
at the time of the transfer of such
share to the individual upon the exer-
cise of the option with respect to such
share;

(ii) No deduction under sections 83(h)
or 162 or the regulations thereunder
(relating to trade or business expenses)
is allowable at any time with respect
to the share so transferred; and

(iii) No amount other than the price
paid under the option is considered as
received by the employer corporation,
a related corporation of such corpora-
tion, or a corporation substituting or
assuming a stock option in a trans-
action to which §1.424-1(a) (relating to
corporate reorganizations, liquida-
tions, etc.) applies, for the share so
transferred.

(2) For the purpose of this paragraph,
each share of stock transferred pursu-
ant to a statutory option is treated
separately. For example, if an indi-
vidual, while employed by a corpora-
tion granting him a statutory option,
exercises the option with respect to
part of the stock covered by the option,
and if such individual exercises the bal-
ance of the option more than three
months after leaving such employ-
ment, the application of section 421 to
the stock obtained upon the earlier ex-
ercise of the option is not affected by
the fact that the income taxes of the
employer and the individual with re-
spect to the stock obtained upon the
later exercise of the option are not de-
termined under section 421.
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(b) Effect of disqualifying disposition.
(1)) The disposition (as defined in
§1.424-1(c)) of a share of stock acquired
by the exercise of a statutory option
before the expiration of the applicable
holding periods as determined under
§1.422-1(a) or 1.423-1(a) is a disquali-
fying disposition and makes paragraph
(a) of this section inapplicable to the
transfer of such share. See section 83(a)
to determine the amount includible on
a disqualifying disposition. The income
attributable to such transfer (deter-
mined without reduction for any bro-
kerage fees or other costs paid in con-
nection with the disposition) is treated
by the individual as compensation in-
come received in the taxable year in
which such disqualifying disposition
occurs. A deduction attributable to
such transfer is allowable, to the ex-
tent otherwise allowable under section
162, for the taxable year in which such
disqualifying disposition occurs to the
employer corporation, or a related cor-
poration of such corporation, or a cor-
poration substituting or assuming an
option in a transaction to which §1.424—
1(a) applies. Additionally, the amount
allowed as a deduction must be deter-
mined as if the requirements of section
83(h) and §1.83-6(a) apply. No amount is
treated as income, and no amount is al-
lowed as a deduction, for any taxable
year other than the taxable year in
which the disqualifying disposition oc-
curs. If the amount realized on the dis-
position exceeds (or is less than) the
sum of the amount paid for the share
and the amount of compensation in-
come recognized as a result of such dis-
position, the extent to which the dif-
ference is treated as gain (or loss) is de-
termined under the rules of section 302
or 1001, as applicable.

(ii) The following examples illustrate
the principles of this paragraph (b):

Example 1. On June 1, 2006, X Corporation
grants an incentive stock option to A, an
employee of X, entitling A to purchase 100
shares of X stock at $10 per share. On August
1, 2006, A exercises the option when the fair
market value of X stock is $20 per share, and
100 shares of X stock are transferred to A on
that date. On December 15, 2007, A sells the
stock for $20 per share. Because A disposed of
the stock before June 2, 2008, A did not sat-
isfy the holding period requirements of
§1.422-1(a). Under paragraph (b)(1)(i) of this
section, A therefore made a disqualifying
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disposition of the stock. Thus, paragraph (a)
of this section is inapplicable to the transfer
of the shares, and A must include the com-
pensation income attributable to the trans-
fer of the shares in gross income in the year
of the disqualifying disposition. The amount
of compensation income A must include in
income is $1,000 ($2,000, the fair market value
of X stock on transfer less $1,000, the exer-
cise price per share). If the requirements of
§83(h) and §1.83-6(a) are satisfied and other-
wise allowable under sectionl62, X is allowed
a deduction of $1,000 for its taxable year in
which the disqualifying disposition occurs.

Example 2. Y Corporation grants an incen-
tive stock option for 100 shares of its stock
to E, an employee of Y. The option has an
exercise price of $10 per share. E exercises
the option and is transferred the shares when
the fair market value of a share of Y stock
is $30. Before the applicable holding periods
are met, Y redeems the shares for $70 per
share. Because the holding period require-
ments of §1.422-1(a) are not met, the redemp-
tion of the shares is a disqualifying disposi-
tion of the shares. Under paragraph (b)(1)(i)
of this section, A made a disqualifying dis-
position of the stock. Thus, paragraph (a) of
this section is inapplicable to the transfer of
the shares, and E must include the com-
pensation income attributable to the trans-
fer of the shares in gross income in the year
of the disqualifying disposition. The amount
of compensation income that E must include
in income is $2,000 ($3,000, the fair market
value of Y stock on transfer, less $1,000, the
exercise price paid by E). The character of
the additional gain that is includible in E’s
income as a result of the redemption is de-
termined under the rules of section 302. If
the requirements of §83(h) and §1.83-6(a) are
satisfied and otherwise allowable under sec-
tion 162, Y is allowed a deduction for the tax-
able year in which the disqualifying disposi-
tion occurs for the compensation income of
$2,000. Y is not allowed a deduction for the
additional gain includible in E’s income as a
result of the redemption.

(2) If an optionee transfers stock ac-
quired through the optionee’s exercise
of a statutory option prior to the expi-
ration of the applicable holding peri-
ods, paragraph (a) of this section con-
tinues to apply to the transfer of the
stock pursuant to the exercise of the
option if such transfer is not a disposi-
tion of the stock as defined in §1.424-
1(c) (for example, a transfer from a de-
cedent to the decedent’s estate or a
transfer by bequest or inheritance).
Similarly, a subsequent transfer by the
executor, administrator, heir, or leg-
atee is not a disqualifying disposition
by the decedent. If a statutory option
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is exercised by the estate of the
optionee or by a person who acquired
the option by bequest or inheritance or
by reason of the death of such
optionee, see paragraph (c) of this sec-
tion. If a statutory option is exercised
by the individual to whom the option
was granted and the individual dies be-
fore the expiration of the holding peri-
ods, see paragraph (d) of this section.

(3) For special rules relating to the
disqualifying disposition of a share of
stock acquired by exercise of an incen-
tive stock option, see §§1.422-5(b)(2) and
1.424-1(c)(3).

(c) Ezxercise by estate. (1) If a statutory
option is exercised by the estate of the
individual to whom the option was
granted (or by any person who acquired
such option by bequest or inheritance
or by reason of the death of such indi-
vidual), paragraph (a) of this section
applies to the transfer of stock pursu-
ant to such exercise in the same man-
ner as if the option had been exercised
by the deceased optionee. Con-
sequently, neither the estate nor such
person is required to include any
amount in gross income as a result of
a transfer of stock pursuant to the ex-
ercise of the option. Paragraph (a) of
this section applies even if the execu-
tor, administrator, or such person dis-
poses of the stock so acquired before
the expiration of the applicable holding
periods as determined under §1.422-1(a)
or 1.423-1(a). This special rule does not
affect the applicability of section
423(c), relating to the estate’s or other
qualifying person’s recognition of com-
pensation income, or section 1222, re-
lating to what constitutes a short-term
and long-term capital gain or loss.
Paragraph (a) of this section also ap-
plies even if the executor, adminis-
trator, or such person does not exercise
the option within three months after
the death of the individual or is not
employed as described in §1.421-1(h), ei-
ther when the option is exercised or at
any time. However, paragraph (a) of
this section does not apply to a trans-
fer of shares pursuant to an exercise of
the option by the estate or by such per-
son unless the individual met the em-
ployment requirements described in
§1.421-1(h) either at the time of the in-
dividual’s death or within three
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months before such time (or, if applica-
ble, within the period described in
§1.422-1(a)(3)). Additionally, paragraph
(a) of this section does not apply if the
option is exercised by a person other
than the executor or administrator, or
other than a person who acquired the
option by bequest or inheritance or by
reason of the death of such deceased in-
dividual. For example, if the option is
sold by the estate, paragraph (a) of this
section does not apply to the transfer
of stock pursuant to an exercise of the
option by the buyer, but if the option
is distributed by the administrator to
an heir as part of the estate, paragraph
(a) of this section applies to the trans-
fer of stock pursuant to an exercise of
the option by such heir.

(2) Any transfer by the estate, wheth-
er a sale, a distribution of assets, or
otherwise, of the stock acquired by its
exercise of the option under this para-
graph is a disposition of the stock for
purposes of section 423(c). Therefore, if
section 423(c) is applicable, the estate
must include an amount as compensa-
tion in its gross income. Similarly, if
section 423(c) is applicable in case of an
exercise of the option under this para-
graph by a person who acquired the op-
tion by bequest or inheritance or by
reason of the death of the individual to
whom the option was granted, there
must be included in the gross income of
such person an amount as compensa-
tion, either when such person disposes
of the stock, or when he dies owning
the stock.

(3)(1) If, under section 423(c) an
amount is required to be included in
the gross income of the estate or of
such person, the estate or such person
shall be allowed a deduction as a result
of the inclusion of the value of the op-
tion in the estate of the individual to
whom the option was granted. Such de-
duction shall be computed under sec-
tion 691(c) by treating the option as an
item of gross income in respect of a de-
cedent under section 691 and by treat-
ing the amount required to be included
in gross income under section 423(c) as
an amount included in gross income
under section 691 in respect of such
item of gross income. No such deduc-
tion shall be allowable with respect to
any amount other than an amount in-
cludible under section 423(c). For the
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rules relating to the computation of a
deduction under section 691(c), see
§1.691(c)-1.

(ii) The application of subdivision (i)
may be illustrated by the following ex-
ample:

Example. On June 1, 2004, E was granted an
option under an employee stock purchase
plan to purchase for $85 one share of the
stock of his employer. On such day, the fair
market value of such stock was $100 per
share. E died on February 1, 2006, without
having exercised such option. The option
was, however, exercisable by his estate, and
for purposes of the estate tax was valued at
$30. On March 1, 2006, the estate exercised the
option, and on March 15, 2006, sold for $150
the share of stock so acquired. For its tax-
able year including March 15, 2006, the estate
is required by sections 421(c)(1)(B) and 423(c)
to include in its gross income as compensa-
tion the amount of $15. During such taxable
year, no amounts of income were properly
paid, credited, or distributable to the bene-
ficiaries of the estate. However, under sec-
tion 421(c)(2), the estate is entitled to a de-
duction determined in the following manner.
E’s estate includes no other items of income
in respect of a decedent referred to in section
691(a), and no deductions referred to in sec-
tion 691(b), so that the value for estate tax
purposes of the option, $30, is also the net
value of all items of income in respect of the
decedent. The estate tax attributable to the
inclusion of the option in the estate of E is
$10. Since $15, the amount includible in gross
income by reason of sections 421(c)(1)(B) and
423(c), is less than the value for estate tax
purposes of the option, only %0 of the estate
tax attributable to the inclusion of the op-
tion in the estate is deductible; that is, %30
of $10, or $5. No deduction under section
421(c)(2) is allowable with respect to any cap-
ital gain.

(4)(1)((a) In the case of the death of an
optionee, the basis of any share of
stock acquired by the exercise of an op-
tion under this paragraph, determined
under section 1011, shall be increased
by an amount equal to the portion of
the basis of the option attributable to
such share. For example, if a statutory
option to acquire 10 shares of stock has
a basis of $100, the basis of one share
acquired by a partial exercise of the op-
tion, determined under section 1011,
would be increased by 1/10th of $100, or
$10. The option acquires a basis, deter-
mined under section 1014(a), only if the
transfer of the share pursuant to the
exercise of such option qualifies for the
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special tax treatment provided by sec-
tion 421(a). To the extent the option is
so exercised, in whole or in part, it will
acquire a basis equal to its fair market
value at the date of the employee’s
death or, if an election is made under
section 2032, its value at its applicable
valuation date. In certain cases, the
basis of the share is subject to the ad-
justments provided by (b) and (c¢) of
this subdivision, but such adjustments
are only applicable in the case of an op-
tion which is subject to section 423(c).

(b) If the amount which would have
been includible in gross income under
section 423(c) had the employee exer-
cised the option on the date of his
death and held the share at the time of
his death exceeds the amount which is
includible in gross income under such
section, the basis of the share, deter-
mined under (a) of this subdivision,
shall be reduced by such excess. For ex-
ample, if $15 would have been includ-
ible in the gross income of the em-
ployee had he exercised the option and
held such share at the time of his
death, and only $10 is includible under
section 423(c), the basis of the share,
determined under (a) of this subdivi-
sion, would be reduced by $5. For pur-
poses of determining the amount which
would have been includible in gross in-
come under section 423(c), if the em-
ployee had exercised the option and
held such share at the time of his
death, the amount which would have
been paid for the share shall be com-
puted as if the option had been exer-
cised on the date the employee died.

(c) If the amount includible in gross
income under section 423(c) exceeds the
portion of the basis of the option at-
tributable to the share, the basis of the
share, determined under (a) of this sub-
division, shall be increased by such ex-
cess. Thus, if $15 is includible in gross
income under such section, and the
basis of the option with respect to the
share is $10, the basis of the share, de-
termined under (a) of this subdivision,
will be increased by $5.

(ii) If a statutory option is not exer-
cised by the estate of the individual to
whom the option was granted, or by
the person who acquired such option by
bequest or inheritance or by reason of
the death of such individual, the option
shall be considered to be property
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which constitutes a right to receive an
item of income in respect of a decedent
to which the rules of sections 691 and
1014(c) apply.

(iii) The application of this subpara-
graph may be illustrated by the fol-
lowing examples:

Example 1. On June 1, 2005, the X Corpora-
tion granted to E, an employee, an option
under its employee stock purchase plan to
purchase a share of X Corporation stock for
$85. The fair market value of X Corporation
stock on such date was $100 per share. On
June 1, 2006, E died. The fair market value of
X Corporation stock on such date exceeded
$100 per share and the fair market value of
the option on the applicable valuation date
was $35. On August 1, 2006, the estate of E ex-
ercised the option and sold the share of X
Corporation stock at a time when the fair
market value of the share was $120. The basis
of the share is $120 (the $85 paid for the stock
plus the $35 basis of the option). When the
share is sold for $120, the estate is required
to include $15 in its gross income as com-
pensation. Since $15 would have been includ-
ible in E’s gross income if he had exercised
the option and held such share at the time of
his death, paragraph (c)(4)(i)(b) of this sec-
tion does not apply. Moreover, since the $15
includible in the gross income of the estate
does not exceed the basis of the option ($35),
paragraph (c)(4)(i)(c) of this section does not
apply. Since the basis of the stock and the
sale price are the same, no gain or loss is re-
alized by the estate on the disposition of the
share.

Example 2. Assume the same facts as in Ex-
ample 1, except that the fair market value of
the share of stock at the time of its sale was
$90. The basis of the share, determined under
paragraph (c)(4)(i)(a) of this section, is $120
(the $85 paid for the stock plus the $35 basis
of the option). When the share is sold for $90,
the estate is required to include $5 in its
gross income as compensation. If the em-
ployee had exercised the option and held the
share at the time of his death, $15 would
have been includible in gross income as com-
pensation for the taxable year ending with
his death. Since such amount exceeds by $10
the amount which the estate is required to
include in its gross income, paragraph
(c)(4)({)(b) of this section applies, and the
basis of the share ($120), determined under
paragraph (c)(4)(i)(a) of this section is re-
duced by $10. Accordingly, the basis is $110,
and a capital loss of $20 is realized on the dis-
position of the share.

Example 3. Assume the same facts as in Ex-
ample 1, except that the fair market value of
the option on the applicable valuation date
was $5, and that the fair market value of X
Corporation stock on the date the employee
died did not exceed $100. The basis of the
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share, determined under paragraph
(c)@)(@)(a) of this section, is $90 (the $85 paid
for the stock plus the $5 basis of the option).
When the share is sold for $120, the estate is
required to include $15 in its gross income as
compensation. Since such amount exceeds by
$10 the basis of the option, paragraph
(c)(4)(d)(c) of this section applies, and the
basis of the share ($90), determined under
paragraph (c)(4)(i)(b) of this section, is in-
creased by $10. Accordingly, the basis is $100
and a capital gain of $20 is realized on the
disposition of the share.

Example 4. Assume the same facts as in Ex-
ample 1, except that on June 1, 2006, the date
the employee died, the fair market value of
X Corporation stock was $98, and that on
June 1, 2007, the alternate valuation date,
the fair market value of the stock had de-
clined substantially, and the fair market
value of the option was $5. On August 1, 2007,
the estate of E exercised the option and sold
the share when its fair market value was $92.
The basis of the share, determined under
paragraph (c)(4)(i)(a) of this section, is $90
(the $85 paid for the stock plus the $5 basis of
the option). When the share is sold for $92,
the estate is required to include $7 in its
gross income as compensation. Since $13
would have been includible in E’s gross in-
come if he had exercised the option and held
such share at the time of his death, para-
graph (¢)(4)(i)(b) of this section applies, and
the basis of the share ($90), determined under
paragraph (c)(4)(i)(a) of this section, is re-
duced by $6 to $84. Furthermore, since the $7
that the estate is required to include in its
gross income when the share is sold for $92
exceeds by $2 the basis of the option, para-
graph (c)(4)(i)(c) of this section applies, and
the basis of the share ($84), determined under
paragraph (c)(4)(i)(a) of this section and
paragraph (c)(4)(i)(b) of this section, is in-
creased by $2. Accordingly, the basis is $86
and a capital gain of $6 is realized on the dis-
position of the share.

(d) Option exercised by the individual to
whom the option was granted if the indi-
vidual dies before expiration of the appli-
cable holding periods. If a statutory op-
tion is exercised by the individual to
whom the option was granted and such
individual dies before the expiration of
the applicable holding periods as deter-
mined under §1.422-1(a) or 1.423-1(a),
paragraph (a) of this section does not
become inapplicable if the executor or
administrator of the estate of such in-
dividual, or any person who acquired
such stock by bequest or inheritance or
by reason of the death of such indi-
vidual, disposes of such stock before
the expiration of such applicable hold-
ing periods. This rule does not affect
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the applicability of section 423(c), re-
lating to the individual’s recognition of
compensation income, or section 1222,
relating to what constitutes a short-
term and long-term capital gain or
loss.

(e) Incorporation by reference. Any re-
quirement that an option expressly
contain or state a prescribed limitation
or term will be considered met if such
limitation or term is set forth in a
statutory option plan and is incor-
porated by reference by the option.
Thus, if a statutory option plan ex-
pressly provides that no option granted
thereunder shall be exercisable after
five years from the date of grant, and if
an option granted thereunder expressly
provides that the option is granted sub-
ject to the terms and limitations of
such plan, the option will be regarded
as being, by its terms, not exercisable
after the expiration of 5 years from the
date such option is granted.

(f) Effective date—(1) In general. These
regulations are effective on August 3,
2004.

(2) Reliance and transition period. For
statutory options granted on or before
June 9, 2003, taxpayers may rely on the
1984 proposed regulations LR-279-81 (49
FR 4504), the 2003 proposed regulations
REG-122917-02 (68 FR 34344), or this sec-
tion until the earlier of January 1, 2006,
or the first regularly scheduled stock-
holders meeting of the granting cor-
poration occurring 6 months after Au-
gust 3, 2004. For statutory options
granted after June 9, 2003, and before
the earlier of January 1, 2006, or the
first regularly scheduled stockholders
meeting of the granting corporation
occurring at least 6 months after Au-
gust 3, 2004, taxpayers may rely on ei-
ther REG-122917-02 or this section.
Taxpayers may not rely on LR-279-81
or REG-122917-02 after December 31,
2005. Reliance on LR-279-81, REG-
122917-02, or this section must be in its
entirety, and all statutory options
granted during the reliance period
must be treated consistently.

[T.D. 6887, 31 FR 8789, June 24, 1966. Redesig-
nated and amended by T.D. 9144, 69 FR 46406,
Aug. 3, 2004; 69 FR 61310, Oct. 18, 2004; 69 FR
70551, Dec. 7, 2004]
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§1.422-1 Incentive stock options; gen-
eral rules.

(a) Applicability of section 421(a). (1)(1)
Section 1.421-2(a) applies to the trans-
fer of a share of stock to an individual
pursuant to the individual’s exercise of
an incentive stock option if the fol-
lowing conditions are satisfied—

(A) The individual makes no disposi-
tion of such share before the later of
the expiration of the 2-year period from
the date of grant of the option pursu-
ant to which such share was trans-
ferred, or the expiration of the 1l-year
period from the date of transfer of such
share to the individual; and

(B) At all times during the period be-
ginning on the date of grant of the op-
tion and ending on the day 3 months
before the date of exercise, the indi-
vidual was an employee of either the
corporation granting the option, a re-
lated corporation of such corporation,
or a corporation (or a related corpora-
tion of such corporation) substituting
or assuming a stock option in a trans-
action to which §1.424-1(a) applies.

(ii) For rules relating to the disposi-
tion of shares of stock acquired pursu-
ant to the exercise of a statutory op-
tion, see §1.424-1(c). For rules relating
to the requisite employment relation-
ship, see §1.421-1(h).

(2)(i) The holding period requirement
of section 422(a)(1), described in para-
graph (a)(1)(i)(A) of this section, does
not apply to the transfer of shares by
an insolvent individual described in
this paragraph (a)(2). If an insolvent in-
dividual holds a share of stock acquired
pursuant to the individual’s exercise of
an incentive stock option, and if such
share is transferred to a trustee, re-
ceiver, or other similar fiduciary in
any proceeding under the Bankruptcy
Act or any other similar insolvency
proceeding, neither such transfer, nor
any other transfer of such share for the
benefit of the individual’s creditors in
such proceeding is a disposition of such
share for purposes of this paragraph
(a). For purposes of this paragraph
(a)(2), an individual is insolvent only if
the individual’s liabilities exceed the
individual’s assets or the individual is
unable to satisfy the individual’s li-
abilities as they become due. See sec-
tion 422(c)(3).
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(ii) A transfer by the trustee or other
fiduciary that is not treated as a dis-
position for purposes of this paragraph
(a) may be a sale or exchange for pur-
poses of recognizing capital gain or loss
with respect to the share transferred.
For example, if the trustee transfers
the share to a creditor in an insolvency
proceeding, capital gain or loss must be
recognized by the insolvent individual
to the extent of the difference between
the amount realized from such transfer
and the adjusted basis of such share.

(iii) If any transfer by the trustee or
other fiduciary (other than a transfer
back to the insolvent individual) is not
for the exclusive benefit of the credi-
tors in an insolvency proceeding, then
whether such transfer is a disposition
of the share by the individual for pur-
poses of this paragraph (a) is deter-
mined under §1.424-1(c). Similarly, if
the trustee or other fiduciary transfers
the share back to the insolvent indi-
vidual, any subsequent transfer of the
share by such individual which is not
made in respect of the insolvency pro-
ceeding may be a disposition of the
share for purposes of this paragraph
(a).

(3) If the employee exercising an op-
tion ceased employment because of
permanent and total disability, within
the meaning of section 22(e)(3), 1 year
is used instead of 3 months in the em-
ployment period requirement of para-
graph (a)(1)(i)(B) of this section.

(b) Failure to satisfy holding period re-
quirements—(1) General rule. For general
rules concerning a disqualifying dis-
position of a share of stock acquired
pursuant to the exercise of an incen-
tive stock option, see §1.421-2(b)(1).

(2)(1) Special rule. If an individual
makes a disqualifying disposition of a
share of stock acquired by the exercise
of an incentive stock option, and if
such disposition is a sale or exchange
with respect to which a loss (if sus-
tained) would be recognized to the indi-
vidual, then, under this paragraph
(b)(2)(1), the amount includible (deter-
mined without reduction for brokerage
fees or other costs paid in connection
with the disposition) in the gross in-
come of such individual, and deductible
from the income of the employer cor-
poration (or a related corporation of
such corporation, or of a corporation
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substituting or assuming the option in
a transaction to which §1.424-1(a) ap-
plies) as compensation attributable to
the exercise of such option, shall not
exceed the excess (if any) of the
amount realized on such sale or ex-
change over the adjusted basis of such
share. Subject to the special rule pro-
vided by this paragraph (b)(2)(i), the
amount of compensation attributable
to the exercise of the option is deter-
mined under section 83(a); see §1.421-
2(b)(1)(D).

(ii) Limitation to special rule. The spe-
cial rule described in paragraph (b)(2)(i)
of this section does not apply if the dis-
position is a sale or exchange with re-
spect to which a loss (if sustained)
would not be recognized by the indi-
vidual. Thus, for example, if a disquali-
fying disposition is a sale described in
section 1091 (relating to loss from wash
sales of stock or securities), a gift (or
any other transaction which is not at
arm’s length), or a sale described in
section 267(a)(1) (relating to sales be-
tween related persons), the special rule
described in paragraph (b)(2)(i) of this
section does not apply because a loss
sustained in any such transaction
would not be recognized.

(3) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. Disqualifying disposition of vested
stock. On June 1, 2006, X Corporation grants
an incentive stock option to A, an employee
of X Corporation, entitling A to purchase
one share of X Corporation stock. On August
1, 2006, A exercises the option, and the share
of X Corporation stock is transferred to A on
that date. The option price is $100 (the fair
market value of a share of X Corporation
stock on June 1, 2006), and the fair market
value of a share of X Corporation stock on
August 1, 2006 (the date of transfer) is $200.
The share transferred to A is transferable
and not subject to a substantial risk of for-
feiture. A makes a disqualifying disposition
by selling the share on June 1, 2007, for $250.
The amount of compensation attributable to
A’s exercise is $100 (the difference between
the fair market value of the share at the
date of transfer, $200, and the amount paid
for the share, $100). Because the amount real-
ized ($250) is greater than the value of the
share at transfer ($200), paragraph (b)(2)(i) of
this section does not apply and thus does not
affect the amount includible as compensa-
tion in A’s gross income and deductible by X.
A must include in gross income for the tax-
able year in which the sale occurred $100 as
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compensation and $50 as capital gain ($250,
the amount realized from the sale, less A’s
basis of $200 (the $100 paid for the share plus
the $100 increase in basis resulting from the
inclusion of that amount in A’s gross income
as compensation attributable to the exercise
of the option)). If the requirements of section
83(h) and §1.83-6(a) are satisfied and the de-
duction is otherwise allowable under section
162, for its taxable year in which the dis-
qualifying disposition occurs, X Corporation
is allowed a deduction of $100 for compensa-
tion attributable to A’s exercise of the incen-
tive stock option.

Example 2. Disqualifying disposition of
unvested stock. Assume the same facts as in
Example 1, except that the share of X Cor-
poration stock received by A is subject to a
substantial risk of forfeiture and not trans-
ferable for a period of six months after such
exercise. Assume further that the fair mar-
ket value of X Corporation stock is $225 on
February 1, 2007, the date on which the six-
month restriction lapses. Because section 83
does not apply for ordinary income tax pur-
poses on the date of exercise, A cannot make
an effective section 83(b) election at that
time (although such an election is permis-
sible for alternative minimum tax purposes).
Additionally, at the time of the disposition,
section 422 and §1.422-1(a) no longer apply,
and thus, section 83(a) is used to measure the
consequences of the disposition, and the
holding period for capital gain purposes be-
gins on the vesting date, six months after ex-
ercise. The amount of compensation attrib-
utable to A’s exercise of the option and dis-
qualifying disposition of the share is $125
(the difference between the fair market
value of the share on the date that the re-
striction lapsed, $225, and the amount paid
for the share, $100). Because the amount real-
ized ($225) is greater than the value of the
share at transfer ($200), paragraph (b)(2)(i) of
this section does not apply and thus does not
affect the amount includible as compensa-
tion in A’s gross income and deductible by X.
A must include $125 of compensation income
and $25 of capital gain in gross income for
the taxable year in which the disposition oc-
curs ($250, the amount realized from the sale,
less A’s basis of $225 (the $100 paid for the
share plus the $125 increase in basis resulting
from the inclusion of that amount of com-
pensation in A’s gross income)). If the re-
quirements of section 83(h) and §1.83-6(a) are
satisfied and the deduction is otherwise al-
lowable under section 162, for its taxable
year in which the disqualifying disposition
occurs, X Corporation is allowed a deduction
of $125 for the compensation attributable to
A’s exercise of the option.

Example 3. (i) Disqualifying disposition and
application of special rule. Assume the same
facts as in Erxample 1, except that A sells the
share for $150 to M.
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(ii) If the sale to M is a disposition that
meets the requirements of paragraph (b)(2)(1)
of this section, instead of $100 which other-
wise would have been includible as com-
pensation under §1.83-7, under paragraph
(b)(2)(i) of this section, A must include only
$50 (the excess of the amount realized on
such sale, $150, over the adjusted basis of the
share, $100) in gross income as compensation
attributable to the exercise of the incentive
stock option. Because A’s basis for the share
is $150 (the $100 which A paid for the share,
plus the $50 increase in basis resulting from
the inclusion of that amount in A’s gross in-
come as compensation attributable to the
exercise of the option), A realizes no capital
gain or loss as a result of the sale. If the re-
quirements of section 83(h) and §1.83-6(a) are
satisfied and the deduction is otherwise al-
lowable under section 162, for its taxable
year in which the disqualifying disposition
occurs, X Corporation is allowed a deduction
of $50 for the compensation attributable to
A’s exercise of the option and disqualifying
disposition of the share.

(iii) Assume the same facts as in paragraph
(i) of this Example 3, except that 10 days after
the sale to M, A purchases substantially
identical stock. Because under section
1091(a) a loss (if it were sustained on the
sale) would not be recognized on the sale,
under paragraph (b)(2)(ii) of this section, the
special rule described in paragraph (b)(2)(i) of
this section does not apply. A must include
$100 (the difference between the fair market
value of the share on the date of transfer,
$200, and the amount paid for the share, $100)
in gross income as compensation attrib-
utable to the exercise of the option for the
taxable year in which the disqualifying dis-
position occurred. A recognizes no capital
gain or loss on the transaction. If the re-
quirements of section 83(h) and §1.83-6(a) are
satisfied and the deduction is otherwise al-
lowable under section 162, for its taxable
year in which the disqualifying disposition
occurs X Corporation is allowed a $100 deduc-
tion for compensation attributable to A’s ex-
ercise of the option and disqualifying dis-
position of the share.

(iv) Assume the same facts as in paragraph
(ii) of this Example 3, except that A sells the
share for $50. Under paragraph (b)(2)(i) of this
section, A is not required to include any
amount in gross income as compensation at-
tributable to the exercise of the option. A is
allowed a capital loss of $50 (the difference
between the amount realized on the sale, $50,
and the adjusted basis of the share, $100). X
Corporation is not allowed any deduction at-
tributable to A’s exercise of the option and
disqualifying disposition of the share.

(c) Failure to satisfy employment re-
quirement. Section 1.421-2(a) does not
apply to the transfer of a share of
stock pursuant to the exercise of an in-
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centive stock option if the employment
requirement, as determined under
paragraph (a)(1)(i)(B) of this section, is
not met at the time of the exercise of
such option. Consequently, the effects
of such a transfer are determined under
the rules of §1.83-7. For rules relating
to the employment relationship, see
§1.421-1(h).

[T.D. 9144, 69 FR 46411, Aug. 3, 2004; 69 FR
61310, Oct. 18, 2004; 69 FR 70551, Dec. 7, 2004]

§1.422-2 Incentive stock options de-
fined.

(a) Incentive stock option defined—(1)
In general. The term incentive stock op-
tion means an option that meets the re-
quirements of paragraph (a)(2) of this
section on the date of grant. An incen-
tive stock option is also subject to the
$100,000 limitation described in §1.422-4.
An incentive stock option may contain
a number of permissible provisions
that do not affect the status of the op-
tion as an incentive stock option. See
§1.422-5 for rules relating to permis-
sible provisions of an incentive stock
option.

(2) Option requirements. To qualify as
an incentive stock option under this
section, an option must be granted to
an individual in connection with the
individual’s employment by the cor-
poration granting such option (or by a
related corporation as defined in
§1.421-1(i)(2)), and granted only for
stock of any of such corporations. In
addition, the option must meet all of
the following requirements—

(i) It must be granted pursuant to a
plan that meets the requirements de-
scribed in paragraph (b) of this section;

(ii) It must be granted within 10
years from the date of the adoption of
the plan or the date such plan is ap-
proved by the stockholders, whichever
is earlier (see paragraph (c) of this sec-
tion);

(iii) It must not be exercisable after
the expiration of 10 years from the date
of grant (see paragraph (d) of this sec-
tion);

(iv) It must provide that the option
price per share is not less than the fair
market value of the share on the date
of grant (see paragraph (e) of this sec-
tion);

(v) By its terms, it must not be
transferrable by the individual to
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whom the option is granted other than
by will or the laws of descent and dis-
tribution, and must be exercisable, dur-
ing such individual’s lifetime, only by
such individual (see §§1.421-1(b)(2) and
1.421-2(c)); and

(vi) Except as provided in paragraph
(f) of this section, it must be granted to
an individual who, at the time the op-
tion is granted, does not own stock
possessing more than 10 percent of the
total combined voting power of all
classes of stock of the corporation em-
ploying such individual or of any re-
lated corporation of such corporation.

(3) Amendment of option terms. Except
as otherwise provided in §1.424-1, the
amendment of the terms of an incen-
tive stock option may cause it to cease
to be an option described in this sec-
tion. If the terms of an option that has
lost its status as an incentive stock op-
tion are subsequently changed with the
intent to re-qualify the option as an in-
centive stock option, such change re-
sults in the grant of a new option on
the date of the change. See §1.424-1(e).

(4) Terms provide option not an incen-
tive stock option. If the terms of an op-
tion, when granted, provide that it will
not be treated as an incentive stock op-
tion, such option is not treated as an
incentive stock option.

(b) Option plan—(1) In general. An in-
centive stock option must be granted
pursuant to a plan that meets the re-
quirements of this paragraph (b). The
authority to grant other stock options
or other stock-based awards pursuant
to the plan, where the exercise of such
other options or awards does not affect
the exercise of incentive stock options
granted pursuant to the plan, does not
disqualify such incentive stock op-
tions. The plan must be in writing or
electronic form, provided that such
writing or electronic form is adequate
to establish the terms of the plan. See
§1.422-5 for rules relating to permis-
sible provisions of an incentive stock
option.

(2) Stockholder approval. (i) The plan
required by this paragraph (b) must be
approved by the stockholders of the
corporation granting the incentive
stock option within 12 months before
or after the date such plan is adopted.
Ordinarily, a plan is adopted when it is
approved by the granting corporation’s
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board of directors, and the date of the
board’s action is the reference point for
determining whether stockholder ap-
proval occurs within the applicable 24-
month period. However, if the board’s
action is subject to a condition (such
as stockholder approval) or the hap-
pening of a particular event, the plan is
adopted on the date the condition is
met or the event occurs, unless the
board’s resolution fixes the date of ap-
proval as the date of the board’s ac-
tion.

(ii) For purposes of paragraph (b)(2)(i)
of this section, the stockholder ap-
proval must comply with the rules de-
scribed in §1.422-3.

(iii) The provisions relating to the
maximum aggregate number of shares
to be issued under the plan (described
in paragraph (b)(3) of this section) and
the employees (or class or classes of
employees) eligible to receive options
under the plan (described in paragraph
(b)(4) of this section) are the only pro-
visions of a stock option plan that, if
changed, must be re-approved by stock-
holders for purposes of section 422(b)(1).
Any increase in the maximum aggre-
gate number of shares that may be
issued under the plan (other than an
increase merely reflecting a change in
the number of outstanding shares, such
as a stock dividend or stock split), or
change in the designation of the em-
ployees (or class or classes of employ-
ees) eligible to receive options under
the plan is considered the adoption of a
new plan requiring stockholder ap-
proval within the prescribed 24-month
period. In addition, a change in the
granting corporation or the stock
available for purchase or award under
the plan is considered the adoption of a
new plan requiring new stockholder ap-
proval within the prescribed 24-month
period. Any other changes in the terms
of an incentive stock option plan are
not considered the adoption of a new
plan and, thus, do not require stock-
holder approval.

(3) Mazximum aggregate number of
shares. (i) The plan required by this
paragraph (b) must designate the max-
imum aggregate number of shares that
may be issued under the plan through
incentive stock options. If nonstatu-
tory options or other stock-based
awards may be granted, the plan may
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separately designate terms for each
type of option or other stock-based
awards and designate the maximum
number of shares that may be issued
under such option or other stock-based
awards. Unless otherwise specified, all
terms of the plan apply to all options
and other stock-based awards that may
be granted under the plan.

(ii) A plan that merely provides that
the number of shares that may be
issued as incentive stock options under
such plan may not exceed a stated per-
centage of the shares outstanding at
the time of each offering or grant
under such plan does not satisfy the re-
quirement that the plan state the max-
imum aggregate number of shares that
may be issued under the plan. However,
the maximum aggregate number of
shares that may be issued under the
plan may be stated in terms of a per-
centage of the authorized, issued, or
outstanding shares at the date of the
adoption of the plan. The plan may
specify that the maximum aggregate
number of shares available for grants
under the plan may increase annually
by a specified percentage of the author-
ized, issued, or outstanding shares at
the date of the adoption of the plan. A
plan which provides that the maximum
aggregate number of shares that may
be issued as incentive stock options
under the plan may change based on
any other specified circumstances sat-
isfies the requirements of this para-
graph (b)(3) only if the stockholders ap-
prove an immediately determinable
maximum aggregate number of shares
that may be issued under the plan in
any event.

(iii) It is permissible for the plan to
provide that, shares purchasable under
the plan may be supplied to the plan
through acquisitions of stock on the
open market; shares purchased under
the plan and forfeited back to the plan;
shares surrendered in payment of the
exercise price of an option; shares
withheld for payment of applicable em-
ployment taxes and/or withholding ob-
ligations resulting from the exercise of
an option.

(iv) If there is more than one plan
under which incentive stock options
may be granted and stockholders of the
granting corporation merely approve a
maximum aggregate number of shares
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that are available for issuance under
such plans, the stockholder approval
requirements described in paragraph
(b)(2) of this section are not satisfied. A
separate maximum aggregate number
of shares available for issuance pursu-
ant to incentive stock options must be
approved for each plan.

(4) Designation of employees. The plan
described in this paragraph (b), as
adopted and approved, must indicate
the employees (or class or classes of
employees) eligible to receive the op-
tions or other stock-based awards to be
granted under the plan. This require-
ment is satisfied by a general designa-
tion of the employees (or the class or
classes of employees) eligible to receive
options or other stock-based awards
under the plan. Designations such as
‘“key employees of the grantor corpora-
tion”’; ‘“‘all salaried employees of the
grantor corporation and its subsidi-
aries, including subsidiaries which be-
come such after adoption of the plan;”
or ‘“‘all employees of the corporation”
meet this requirement. This require-
ment is considered satisfied even
though the board of directors, another
group, or an individual is given the au-
thority to select the particular em-
ployees who are to receive options or
other stock-based awards from a de-
scribed class and to determine the
number of shares to be optioned or
granted to each such employee. If indi-
viduals other than employees may be
granted options or other stock-based
awards under the plan, the plan must
separately designate the employees or
classes of employees eligible to receive
incentive stock options.

(5) Conflicting option terms. An option
on stock available for purchase or
grant under the plan is treated as hav-
ing been granted pursuant to a plan
even if the terms of the option conflict
with the terms of the plan, unless such
option is granted to an employee who
is ineligible to receive options under
the plan, options have been granted on
stock in excess of the aggregate num-
ber of shares which may be issued
under the plan, or the option provides
otherwise.

(6) The following examples illustrate
the principles of this paragraph (b):

Example 1. Stockholder approval. (i) S Cor-
poration is a subsidiary of P Corporation, a
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publicly traded corporation. On January 1,
2006, S adopts a plan under which incentive
stock options for S stock are granted to S
employees.

(ii) To meet the requirements of paragraph
(b)(2) of this section, the plan must be ap-
proved by the stockholders of S (in this case,
P) within 12 months before or after January
1, 2006.

(iii) Assume the same facts as in paragraph
(i) of this Example 1, except that the plan was
adopted on January 1, 2010. Assume further
that the plan was approved by the stock-
holders of S (in this case, P) on March 1, 2010.
On January 1, 2012, S changes the plan to
provide that incentive stock options for P
stock will be granted to S employees under
the plan. Because there is a change in the
stock available for grant under the plan, the
change is considered the adoption of a new
plan that must be approved by the stock-
holder of S (in this case, P) within 12 months
before or after January 1, 2012.

Example 2. Stockholder approval. (i) Assume
the same facts as in paragraph (i) of Example
1, except that on March 15, 2007, P com-
pletely disposes of its interest in S. There-
after, S continues to grant options for S
stock to S employees under the plan.

(ii) The new S options are granted under a
plan that meets the stockholder approval re-
quirements of paragraph (b)(2) of this section
without regard to whether S seeks approval
of the plan from the stockholders of S after
P disposes of its interest in S.

(iii) Assume the same facts as in paragraph
(i) of this Example 2, except that under the
plan as adopted on January 1, 2006, only op-
tions for P stock are granted to S employees.
Assume further that after P disposes of its
interest in S, S changes the plan to provide
for the grant of options for S stock to S em-
ployees. Because there is a change in the
stock available for purchase or grant under
the plan, under paragraph (b)(2)(iii) of this
section, the stockholders of S must approve
the plan within 12 months before or after the
change to the plan to meet the stockholder
approval requirements of paragraph (b) of
this section.

Example 3. Stockholder approval. (i) Corpora-
tion X maintains a plan under which incen-
tive stock options may be granted to all eli-
gible employees. Corporation Y does not
maintain an incentive stock option plan. On
May 15, 2006, Corporation X and Corporation
Y consolidate under state law to form one
corporation. The new corporation will be
named Corporation Y. The consolidation
agreement describes the Corporation X plan,
including the maximum aggregate number of
shares available for issuance pursuant to in-
centive stock options after the consolidation
and the employees eligible to receive options
under the plan. Additionally, the consolida-
tion agreement states that the plan will be
continued by Corporation Y after the con-
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solidation and incentive stock options will
be issued by Corporation Y. The consolida-
tion agreement is unanimously approved by
the shareholders of Corporations X and Y on
May 1, 2006. Corporation Y assumes the plan
formerly maintained by Corporation X and
continues to grant options under the plan to
all eligible employees.

(ii) Because there is a change in the grant-
ing corporation (from Corporation X to Cor-
poration Y), under paragraph (b)(2)(iii) of
this section, Corporation Y is considered to
have adopted a new plan. Because the plan is
fully described in the consolidation agree-
ment, including the maximum aggregate
number of shares available for issuance pur-
suant to incentive stock options and employ-
ees eligible to receive options under the
plan, the approval of the consolidation
agreement by the shareholders constitutes
approval of the plan. Thus, the shareholder
approval of the consolidation agreement sat-
isfies the shareholder approval requirements
of paragraph (b)(2) of this section, and the
plan is considered to be adopted by Corpora-
tion Y and approved by its shareholders on
May 1, 2006.

Example 4. Maximum aggregate number of
shares. X Corporation maintains a plan under
which statutory options and nonstatutory
options may be granted. The plan designates
the number of shares that may be used for
incentive stock options. Because the max-
imum aggregate number of shares that will
be used for incentive stock options is des-
ignated in the plan, the requirements of
paragraph (b)(3) of this section are satisfied.

Example 5. Maximum aggregate number of
shares. Y Corporation adopts an incentive
stock option plan on November 1, 2006. On
that date, there are two million outstanding
shares of Y Corporation stock. The plan pro-
vides that the maximum aggregate number
of shares that may be issued under the plan
may not exceed 15% of the outstanding num-
ber of shares of Y Corporation on November
1, 2006. Because the maximum aggregate
number of shares that may be issued under
the plan is designated in the plan, the re-
quirements of paragraph (b)(3) of this section
are met.

Example 6. Maximum aggregate number of
shares. (i) B Corporation adopts an incentive
stock option plan on March 15, 2005. The plan
provides that the maximum aggregate num-
ber of shares available for issuance under the
plan is 50,000, increased on each anniversary
date of the adoption of the plan by 5 percent
of the then-outstanding shares.

(ii) Because the maximum aggregate num-
ber of shares is not designated under the
plan, the requirements of paragraph (b)(3) of
this section are not met.

(iii) Assume the same facts as in paragraph
(i) of this Example 6, except that the plan
provides that the maximum aggregate num-
ber of shares available under the plan is the
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lesser of (a) 50,000 shares, increased each an-
niversary date of the adoption of the plan by
5 percent of the then-outstanding shares, or
(b) 200,000 shares. Because the maximum ag-
gregate number of shares that may be issued
under the plan is designated as the lesser of
one of two numbers, one of which provides an
immediately determinable maximum aggre-
gate number of shares that may be issued
under the plan in any event, the require-
ments of paragraph (b)(3) of this section are
met.

(c) Duration of option grants under the
plan. An incentive stock option must
be granted within 10 years from the
date that the plan under which it is
granted is adopted or the date such
plan is approved by the stockholders,
whichever is earlier. To grant incentive
stock options after the expiration of
the 10-year period, a new plan must be
adopted and approved.

(d) Period for exercising options. An in-
centive stock option, by its terms,
must not be exercisable after the expi-
ration of 10 years from the date such
option is granted, or 5 years from the
date such option is granted to an em-
ployee described in paragraph (f) of
this section. An option that does not
contain such a provision when granted
is not an incentive stock option.

(e) Option price. (1) Except as pro-
vided by paragraph (e)(2) of this sec-
tion, the option price of an incentive
stock option must not be less than the
fair market value of the stock subject
to the option at the time the option is
granted. The option price may be de-
termined in any reasonable manner, in-
cluding the valuation methods per-
mitted under §20.2031-2 of this chapter,
so long as the minimum price possible
under the terms of the option is not
less than the fair market value of the
stock on the date of grant. For general
rules relating to the option price, see
§1.421-1(e). For rules relating to the de-
termination of when an option is
granted, see §1.421-1(c).

(2)(1) If a share of stock is transferred
to an individual pursuant to the exer-
cise of an option which fails to qualify
as an incentive stock option merely be-
cause there was a failure of an at-
tempt, made in good faith, to meet the
option price requirements of paragraph
(e)(1) of this section, the requirements
of such paragraph are considered to
have been met. Whether there was a
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good-faith attempt to set the option
price at not less than the fair market
value of the stock subject to the option
at the time the option was granted de-
pends on the relevant facts and cir-
cumstances.

(ii) For publicly held stock that is ac-
tively traded on an established market
at the time the option is granted, de-
termining the fair market value of
such stock by the appropriate method
described in §20.2031-2 of this chapter
establishes that a good-faith attempt
to meet the option price requirements
of this paragraph (e) was made.

(iii) For non-publicly traded stock, if
it is demonstrated, for example, that
the fair market value of the stock at
the date of grant was based upon an av-
erage of the fair market values as of
such date set forth in the opinions of
completely independent and well-quali-
fied experts, such a demonstration gen-
erally establishes that there was a
good-faith attempt to meet the option
price requirements of this paragraph
(e). The optionee’s status as a majority
or minority stockholder may be taken
into consideration.

(iv) Regardless of whether the stock
offered under an option is publicly
traded, a good-faith attempt to meet
the option price requirements of this
paragraph (e) is not demonstrated un-
less the fair market value of the stock
on the date of grant is determined with
regard to nonlapse restrictions (as de-
fined in §1.83-3(h)) and without regard
to lapse restrictions (as defined in §1.83-
3(1)).

(v) Amounts treated as interest and
amounts paid as interest under a de-
ferred payment arrangement are not
includible as part of the option price.
See §1.421-1(e)(1). An attempt to set the
option price at not less than fair mar-
ket value is not regarded as made in
good faith where an adjustment of the
option price to reflect amounts treated
as interest results in the option price
being lower than the fair market value
on which the option price was based.

(3) Notwithstanding that the option
price requirements of paragraphs (e)(1)
and (2) of this section are satisfied by
an option granted to an employee
whose stock ownership exceeds the lim-
itation provided by paragraph (f) of
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this section, such option is not an in-
centive stock option when granted un-
less it also complies with paragraph (f)
of this section. If the option, when
granted, does not comply with the re-
quirements described in paragraph (f)
of this section, such option can never
become an incentive stock option, even
if the employee’s stock ownership does
not exceed the limitation of paragraph
(f) of this section when such option is
exercised.

(f) Options granted to certain stock-
holders. (1) If, immediately before an
option is granted, an individual owns
(or is treated as owning) stock pos-
sessing more than 10 percent of the
total combined voting power of all
classes of stock of the corporation em-
ploying the optionee or of any related
corporation of such corporation, then
an option granted to such individual
cannot qualify as an incentive stock
option unless the option price is at
least 110 percent of the stock’s fair
market value on the date of grant and
such option by its terms is not exer-
cisable after the expiration of 5 years
from the date of grant. For purposes of
determining the minimum option price
for purposes of this paragraph (f), the
rules described in paragraph (e)(2) of
this section, relating to the good-faith
determination of the option price, do
not apply.

(2) For purposes of determining the
stock ownership of the optionee, the
stock attribution rules of §1.424-1(d)
apply. Stock that the optionee may
purchase under outstanding options is
not treated as stock owned by the indi-
vidual. The determination of the per-
centage of the total combined voting
power of all classes of stock of the em-
ployer corporation (or of its related
corporations) that is owned by the
optionee is made with respect to each
such corporation in the related group
by comparing the voting power of the
shares owned (or treated as owned) by
the optionee to the aggregate voting
power of all shares of each such cor-
poration actually issued and out-
standing immediately before the grant
of the option to the optionee. The ag-
gregate voting power of all shares actu-
ally issued and outstanding imme-
diately before the grant of the option
does not include the voting power of
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treasury shares or shares authorized
for issue under outstanding options
held by the individual or any other per-
son.

(3) Examples. The rules of this para-
graph (f) are illustrated by the fol-
lowing examples:

Example 1. (i) E, an employee of M Corpora-
tion, owns 15,000 shares of M Corporation
common stock, which is the only class of
stock outstanding. M has 100,000 shares of its
common stock outstanding. On January 1,
2005, when the fair market value of M stock
is $100, E is granted an option with an option
price of $100 and an exercise period of 10
years from the date of grant.

(ii) Because E owns stock possessing more
than 10 percent of the total combined voting
power of all classes of M Corporation stock,
M cannot grant an incentive stock option to
E unless the option is granted at an option
price of at least 110 percent of the fair mar-
ket value of the stock subject to the option
and the option, by its terms, expires no later
than 5 years from its date of grant. The op-
tion granted to E fails to meet the option-
price and term requirements described in
paragraph (f)(1) of this section and, thus, the
option is not an incentive stock option.

(iii) Assume the same facts as in paragraph
(i) of this Example 1, except that E’s father
and brother each owns 7,500 shares of M Cor-
poration stock, and E owns no M stock in E’s
own name. Because under the attribution
rules of §1.424-1(d), E is treated as owning
stock held by E’s parents and siblings, M
cannot grant an incentive stock option to E
unless the option price is at least 110 percent
of the fair market value of the stock subject
to the option, and the option, by its terms,
expires no later than 5 years from the date of
grant.

Example 2. Assume the same facts as in
paragraph (i) of this Example 1. Assume fur-
ther that M is a subsidiary of P Corporation.
Regardless of whether E owns any P stock
and the number of P shares outstanding, if P
Corporation grants an option to E which pur-
ports to be an incentive stock option, but
which fails to meet the 110-percent-option-
price and 5-year-term requirements, the op-
tion is not an incentive stock option because
E owns more than 10 percent of the total
combined voting power of all classes of stock
of a related corporation of P Corporation
(i.e., M Corporation). An individual who owns
(or is treated as owning) stock in excess of
the ownership specified in paragraph (f)(1) of
this section, in any corporation in a group of
corporations consisting of the employer cor-
poration and its related corporations, cannot
be granted an incentive stock option by any
corporation in the group unless such option
meets the 110-percent-option-price and 5-
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year-term requirements of paragraph (f)(1) of
this section.

Example 3. (i) F is an employee of R Cor-
poration. R has only one class of stock, of
which 100,000 shares are issued and out-
standing. F owns no stock in R Corporation
or any related corporation of R Corporation.
On January 1, 2005, R grants a 10-year incen-
tive stock option to F to purchase 50,000
shares of R stock at $3 per share, the fair
market value of R stock on the date of grant
of the option. On April 1, 2005, F exercises
half of the January option and receives 25,000
shares of R stock that previously were not
outstanding. On July 1, 2005, R grants a sec-
ond 50,000 share option to F which purports
to be an incentive stock option. The terms of
the July option are identical to the terms of
the January option, except that the option
price is $3.25 per share, which is the fair mar-
ket value of R stock on the date of grant of
the July option.

(ii) Because F does not own more than 10%
of the total combined voting power of all
classes of stock of R Corporation or any re-
lated corporation on the date of the grant of
the January option and the pricing require-
ments of paragraph (e) of this section are
satisfied on the date of grant of such option,
the unexercised portion of the January op-
tion remains an incentive stock option re-
gardless of the changes in F’s percentage of
stock ownership in R after the date of grant.
However, the July option is not an incentive
stock option because, on the date that it is
granted, F owns 20 percent (25,000 shares
owned by F divided by 125,000 shares of R
stock issued and outstanding) of the total
combined voting power of all classes of R
Corporation stock and, thus the pricing re-
quirements of paragraph (f)(1) of this section
are not met.

(iii) Assume the same facts as in paragraph
(i) of this Example 3 except that the partial
exercise of the January incentive stock op-
tion on April 1, 2003, is for only 10,000 shares.
Under these circumstances, the July option
is an incentive stock option, because, on the
date of grant of the July option, F does not
own more than 10 percent of the total com-
bined voting power (10,000 shares owned by F
divided by 110,000 shares of R issued and out-
standing) of all classes of R Corporation
stock.

[T.D. 9144, 69 FR 46412, Aug. 3, 2004; T.D. 9471,
74 FR 59077, Nov. 17, 2009]

§1.422-3 Stockholder approval of in-
centive stock option plans.

This section addresses the stock-
holder approval of incentive stock op-
tion plans required by section 422(b)(1)
of the Internal Revenue Code. (Section
422 was added to the Code as section
422A by section 251 of the Economic Re-
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covery Tax Act of 1981, and was redes-
ignated as section 422 by section 11801
of the Omnibus Budget Reconciliation
Act of 1990.) The approval of stock-
holders must comply with all applica-
ble provisions of the corporate charter,
bylaws, and applicable State law pre-
scribing the method and degree of
stockholder approval required for the
issuance of corporate stock or options.
If the applicable State law does not
prescribe a method and degree of
stockholder approval in such cases an
incentive stock option plan must be ap-
proved:

(a) By a majority of the votes cast at
a duly held stockholders’ meeting at
which a quorum representing a major-
ity of all outstanding voting stock is,
either in person or by proxy, present
and voting on the plan; or

(b) By a method and in a degree that
would be treated as adequate under ap-
plicable State law in the case of an ac-
tion requiring stockholder approval
(i.e., an action on which stockholders
would be entitled to vote if the action
were taken at a duly held stockholders’
meeting).

[T.D. 8374, 56 FR 61160, Dec. 2, 1991. Redesig-
nated by T.D. 9144, 69 FR 46415, Aug. 3, 2004]

§1.422-4 $100,000 limitation for incen-
tive stock options.

(a) $100,000 per wyear limitation—(1)
General rule. An option that otherwise
qualifies as an incentive stock option
nevertheless fails to be an incentive
stock option to the extent that the
$100,000 limitation described in para-
graph (a)(2) of this section is exceeded.

(2) $100,000 per year limitation. To the
extent that the aggregate fair market
value of stock with respect to which an
incentive stock option (determined
without regard to this section) is exer-
cisable for the first time by any indi-
vidual during any calendar year (under
all plans of the employer corporation
and related corporations) exceeds
$100,000, such option is treated as a
nonstatutory option. See §1.83-7 for
rules applicable to nonstatutory op-
tions.

(b) Application. To determine whether
the limitation described in paragraph
(a)(2) of this section has been exceeded,
the following rules apply:
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(1) An option that does not meet the
requirements of §1.422-2 when granted
(including an option which, when
granted, contains terms providing that
it will not be treated as an incentive
stock option) is disregarded. See §1.422—
2(a)(4).

(2) The fair market value of stock is
determined as of the date of grant of
the option for such stock.

(3) Except as otherwise provided in
paragraph (b)(4) of this section, options
are taken into account in the order in
which they are granted.

(4) For purposes of this section, an
option is considered to be first exer-
cisable during a calendar year if the
option will become exercisable at any
time during the year assuming that
any condition on the optionee’s ability
to exercise the option related to the
performance of services is satisfied. If
the optionee’s ability to exercise the
option in the year is subject to an ac-
celeration provision, then the option is
considered first exercisable in the cal-
endar year in which the acceleration
provision is triggered. After an accel-
eration provision is triggered, the op-
tions subject to such provision are then
taken into account in accordance with
paragraph (b)(3) of this section for pur-
poses of applying the limitation de-
scribed in paragraph (a)(2) of this sec-
tion to all options first exercisable dur-
ing a calendar year. However, because
an acceleration provision is not taken
into account prior to its triggering, an
incentive stock option that becomes
exercisable for the first time during a
calendar year by operation of such a
provision does not affect the applica-
tion of the $100,000 limitation with re-
spect to any option (or portion thereof)
exercised prior to such acceleration.
For purposes of this paragraph (b)4),
an acceleration provision includes, for
example, a provision that accelerates
the exercisability of an option on a
change in ownership or control or a
provision that conditions
exercisability on the attainment of a
performance goal. See paragraph (d),
Example 4 of this section.

(5)(1) An option (or portion thereof) is
disregarded if, prior to the calendar
year during which it would otherwise
have become exercisable for the first
time, the option (or portion thereof) is
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modified and thereafter ceases to be an
incentive stock option described in
§1.422-2, is canceled, or is transferred
in violation of §1.421-1(b)(2).

(ii) If an option (or portion thereof) is
modified, canceled, or transferred at
any other time, such option (or portion
thereof) is treated as outstanding ac-
cording to its original terms until the
end of the calendar year during which
it would otherwise have become exer-
cisable for the first time.

(6) A disqualifying disposition has no
effect on the determination of whether
an option exceeds the $100,000 limita-
tion.

(c) Bifurcation—(1) Options. The appli-
cation of the rules described in para-
graph (b) of this section may result in
an option being treated, in part, as an
incentive stock option and, in part, as
a nonstatutory option. See §1.83-7 for
the treatment of nonstatutory options.

(2) Stock. A corporation may issue a
separate certificate for incentive op-
tion stock or designate such stock as
incentive stock option stock in the cor-
poration’s transfer records or plan
records. In such a case, the issuance of
separate certificates or designation in
the corporation’s transfer records or
plan records is not a modification
under §1.424-1(e). In the absence of such
an issuance or designation, shares are
treated as first purchased under an in-
centive stock option to the extent of
the $100,000 limitation, and the excess
shares are treated as purchased under a
nonstatutory option. See §1.83-7 for the
treatment of nonstatutory options.

(d) Examples. The following examples
illustrate the principles of this section.
In each of the following examples E is
an employee of X Corporation. The ex-
amples are as follows:

Example 1. General rule. Effective January
1, 2004, X Corporation adopts a plan under
which incentive stock options may be grant-
ed to its employees. On January 1, 2004, and
each succeeding January 1 through January
1, 2013, E is granted immediately exercisable
options for X Corporation stock with a fair
market value of $100,000 determined on the
date of grant. The options qualify as incen-
tive stock options (determined without re-
gard to this section). On January 1, 2014, E
exercises all of the options. Because the
$100,000 limitation has not been exceeded
during any calendar year, all of the options
are treated as incentive stock options.
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Example 2. Order of grant. X Corporation is
a parent corporation of Y Corporation, which
is a parent corporation of Z Corporation.
Each corporation has adopted its own sepa-
rate plan, under which an employee of any
member of the corporate group may be
granted options for stock of any member of
the group. On January 1, 2004, X Corporation
grants E an incentive stock option (deter-
mined without regard to this section) for
stock of Y Corporation with a fair market
value of $100,000 on the date of grant. On De-
cember 31, 2004, Y Corporation grants E an
incentive stock option (determined without
regard to this section) for stock of Z Cor-
poration with a fair market value of $75,000
as of the date of grant. Both of the options
are immediately exercisable. For purposes of
this section, options are taken into account
in the order in which granted using the fair

§1.422-4

market value of stock as of the date on the
option is granted. During calendar year 2004,
the aggregate fair market value of stock
with respect to which E’s options are exer-
cisable for the first time exceeds $100,000.
Therefore, the option for Y Corporation
stock is treated as an incentive stock option,
and the option for Z Corporation stock is
treated as a nonstatutory option.

Example 3. Acceleration provision. (i) In 2004,
X Corporation grants E three incentive stock
options (determined without regard to this
section) to acquire stock with an aggregate
fair market value of $150,000 on the date of
grant. The dates of grant, the fair market
value of the stock (as of the applicable date
of grant) with respect to which the options
are exercisable, and the years in which the
options are first exercisable (without regard
to acceleration provisions) are as follows:

Fair market First
Date of grant ve;lttéikof exercisable
Option 1 ... April 1, 2004 .. $60,000 2004
Option 2 ... May 1, 2004 50,000 2006
Option 3 ... June 1, 2004 .. 40,000 2004

(ii) In July of 2004, a change in control of
X Corporation occurs, and, under the terms
of its option plan, all outstanding options be-
come immediately exercisable. Under the
rules of this section, Option 1 is treated as
an incentive stock option in its entirety; Op-
tion 2 exceeds the $100,000 aggregate fair
market value limitation for calendar year
2004 by $10,000 (Option 1’s $60,000 + Option 2’s
$50,000 = $110,000) and is, therefore, bifurcated
into an incentive stock option for stock with
a fair market value of $40,000 as of the date
of grant and a nonstatutory option for stock
with a fair market value of $10,000 as of the

date of grant. Option 3 is treated as a non-
statutory option in its entirety.

Example 4. Exercise of option and acceleration
provision. (i) In 2004, X Corporation grants E
three incentive stock options (determined
without regard to this section) to acquire
stock with an aggregate fair market value of
$120,000 on the date of grant. The dates of
grant, the fair market value of the stock (as
of the applicable date of grant) with respect
to which the options are exercisable, and the
years in which the options are first exer-
cisable (without regard to acceleration pro-
visions) are as follows:

Fair market Eirst
Date of grant vasltlé?:km exercisable
Option 1 ... April 1, 2004 .. $60,000 2005
Option 2 ... May 1, 2004 40,000 2006
Option 3 ... June 1, 2004 .. 20,000 2005

(ii) On June 1, 2005, E exercises Option 3. At
the time of exercise of Option 3, the fair mar-
ket value of X stock (at the time of grant)
with respect to which options held by E are
first exercisable in 2005 does not exceed
$100,000. On September 1, 2005, a change of
control of X Corporation occurs, and, under
the terms of its option plan, Option 2 be-
comes immediately exercisable. Under the
rules of this section, because E’s exercise of
Option 3 occurs before the change of control
and the effects of an acceleration provision
are not taken into account until it is trig-

gered, Option 3 is treated as an incentive
stock option in its entirety. Option 1 is
treated as an incentive stock option in its
entirety. Option 2 is bifurcated into an in-
centive stock option for stock with a fair
market value of $20,000 on the date of grant
and a nonstatutory option for stock with a
fair market value of $20,000 on the date of
grant because it exceeds the $100,000 limita-
tion for 2003 by $20,000 (Option 1 for $60,000 +
Option 3 for $20,000 + Option 2 for $40,000 =
$120,000).
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(iii) Assume the same facts as in paragraph
(ii) of this Example 4, except that the change
of control occurs on May 1, 2005. Because op-
tions are taken into account in the order in
which they are granted, Option 1 and Option
2 are treated as incentive stock options in
their entirety. Because the exercise of Op-
tion 3 (on June 1, 2005) takes place after the
acceleration provision is triggered, Option 3
is treated as a nonstatutory option in its en-
tirety.
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Example 5. Cancellation of option. (i) In 2004,
X Corporation grants E three incentive stock
options (determined without regard to this
section) to acquire stock with an aggregate
fair market value of $140,000 as of the date of
grant. The dates of grant, the fair market
value of the stock (as of the applicable date
of grant) with respect to which the options
are exercisable, and the years in which the
options are first exercisable (without regard
to acceleration provisions) are as follows:

Fair market Eirst
Date of grant ve;lttéikof exercisable
Option 1 ... April 1, 2004 .. $60,000 2005
Option 2 ... May 1, 2004 40,000 2005
Option 3 ... June 1, 2004 .. 40,000 2005

(ii) On December 31, 2004, Option 2 is can-
celed. Because Option 2 is canceled before
the calendar year during which it would have
become exercisable for the first time, it is
disregarded. As a result, Option 1 and Option
3 are treated as incentive stock options in
their entirety.

(iii) Assume the same facts as in paragraph
(ii) of this Example 5, except that Option 2 is
canceled on January 1, 2005. Because Option
2 is not canceled prior to the calendar year
during which it would have become exer-
cisable for the first time (2005), it is treated
as an outstanding option for purposes of de-
termining whether the $100,000 limitation for
2005 has been exceeded. Because options are
taken into account in the order in which
granted, Option 1 is treated as an incentive
stock option in its entirety. Because Option
3 exceeds the $100,000 limitation by $40,000
(Option 1 for $60,000 + Option 2 for $40,000 +
Option 3 for $40,000 = $140,000), it is treated as
a nonstatutory option in its entirety.

(iv) Assume the same facts as in paragraph
(i) of this Example 5, except that on January
1, 2005, E exercises Option 2 and immediately
sells the stock in a disqualifying disposition.
A disqualifying disposition has no effect on
the determination of whether the underlying
option is considered outstanding during the
calendar year during which it is first exer-
cisable. Because options are taken into ac-
count in the order in which granted, Option
1 is treated as an incentive stock option in
its entirety. Because Option 3 exceeds the
$100,000 limitation by $40,000 (Option 1 for
$60,000 + Option 2 for $40,000 + Option 3 for
$40,000 = $140,000), it is treated as a nonstatu-
tory option in its entirety.

Example 6. Designation of stock. On January
1, 2004, X grants E an immediately exer-
cisable incentive stock option (determined
without regard to this section) to acquire X
stock with a fair market value of $150,000 on
that date. Under the rules of this section, the
option is bifurcated and treated as an incen-

tive stock option for X stock with a fair
market value of $100,000 and a nonstatutory
option for X stock with a fair market value
of $50,000. In these circumstances, X may
designate the stock that is treated as stock
acquired pursuant to the exercise of an in-
centive stock option by issuing a separate
certificate (or certificates) for $100,000 of
stock and identifying such certificates as In-
centive Stock Option Stock in its transfer
records. In the absence of such a designation
(or a designation in the corporation’s trans-
fer records or the plan records) shares with a
fair market value of $100,000 are deemed pur-
chased first under an incentive stock option,
and shares with a fair market value of $50,000
are deemed purchased under a nonstatutory
option.

[T.D. 9144, 69 FR 46415, Aug. 3, 2004; 69 FR
70551, Dec. 7, 2004]

§1.422-5 Permissible provisions.

(a) General rule. An option that other-
wise qualifies as an incentive stock op-
tion does not fail to be an incentive
stock option merely because such op-
tion contains one or more of the provi-
sions described in paragraphs (b), (c),
and (d) of this section.

(b) Cashless exercise. (1) An option
does not fail to be an incentive stock
option merely because the optionee
may exercise the option with pre-
viously acquired stock of the corpora-
tion that granted the option or stock
of the corporation whose stock is being
offered for purchase under the option.
For special rules relating to the use of
statutory option stock to pay the op-
tion price of an incentive stock option,
see §1.424-1(c)(3).

(2) All shares acquired through the
exercise of an incentive stock option
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are individually subject to the holding
period requirements described in
§1.422-1(a) and the disqualifying dis-
position rules of §1.422-1(b), regardless
of whether the option is exercised with
previously acquired stock of the cor-
poration that granted the option or
stock of the corporation whose stock is
being offered for purchase under the
option. If an incentive stock option is
exercised with such shares, and the ex-
ercise results in the basis allocation
described in paragraph (b)(3) of this
section, the optionee’s disqualifying
disposition of any of the stock acquired
through such exercise is treated as a
disqualifying disposition of the shares
with the lowest basis.

(3) If the exercise of an incentive
stock option with previously acquired
shares is comprised in part of an ex-
change to which section 1036 (and so
much of section 1031 as relates to sec-
tion 1036) applies, then:

(i) The optionee’s basis in the incen-
tive stock option shares received in the
section 1036 exchange is the same as
the optionee’s basis in the shares sur-
rendered in the exchange, increased, if
applicable, by any amount included in
gross income as compensation pursu-
ant to sections 421 through 424 or sec-
tion 83. Except for purposes of §1.422—
1(a), the holding period of the shares is
determined under section 1223. For pur-
poses of §1.422-1 and sections 421(b) and
83 and the regulations thereunder, the
amount paid for the shares purchased
under the option is the fair market
value of the shares surrendered on the
date of the exchange.

(ii) The optionee’s basis in the incen-
tive stock option shares not received
pursuant to the section 1036 exchange
is zero. For all purposes, the holding
period of such shares begins as of the
date that such shares are transferred
to the optionee. For purposes of §1.422—
1(b) and sections 421(b) and 83 and the
regulations thereunder, the amount
paid for the shares is considered to be
Zero.

(c) Additional compensation. An option
does not fail to be an incentive stock
option merely because the optionee has
the right to receive additional com-
pensation, in cash or property, when
the option is exercised, provided such
additional compensation is includible
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in income under section 61 or section
83. The amount of such additional com-
pensation may be determined in any
manner, including by reference to the
fair market value of the stock at the
time of exercise or to the option price.

(d) Option subject to a condition. (1) An
option does not fail to be an incentive
stock option merely because the option
is subject to a condition, or grants a
right, that is not inconsistent with the
requirements of §§1.422-2 and 1.422-4.

(2) An option that includes an alter-
native right is not an incentive stock
option if the requirements of §1.422-2
are effectively avoided by the exercise
of the alternative right. For example,
an alternative right extending the op-
tion term beyond ten years, setting an
option price below fair market value,
or permitting transferability prevents
an option from qualifying as an incen-
tive stock option. If either of two op-
tions can be exercised, but not both,
each such option is a disqualifying al-
ternative right with respect to the
other, even though one or both options
would individually satisfy the require-
ments of §§1.422-2, 1.422-4, and this sec-
tion.

(3) An alternative right to receive a
taxable payment of cash and/or prop-
erty in exchange for the cancellation
or surrender of the option does not dis-
qualify the option as an incentive
stock option if the right is exercisable
only when the then fair market value
of the stock exceeds the exercise price
of the option and the option is other-
wise exercisable, the right is transfer-
able only when the option is otherwise
transferable, and the exercise of the
right has economic and tax con-
sequences no more favorable than the
exercise of the option followed by an
immediate sale of the stock. For this
purpose, the exercise of the alternative
right does not have the same economic
and tax consequences if the payment
exceeds the difference between the
then fair market value of the stock and
the exercise price of the option.

(e) Examples. The principles of this
section are illustrated by the following
examples:

Example 1. On June 1, 2004, X Corporation
grants an incentive stock option to A, an
employee of X Corporation, entitling A to
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purchase 100 shares of X Corporation com-
mon stock at $10 per share. The option pro-
vides that A may exercise the option with
previously acquired shares of X Corporation
common stock. X Corporation has only one
class of common stock outstanding. Under
the rules of section 83, the shares transfer-
able to A through the exercise of the option
are transferable and not subject to a sub-
stantial risk of forfeiture. On June 1, 2005,
when the fair market value of an X Corpora-
tion share is $25, A uses 40 shares of X Cor-
poration common stock, which A had pur-
chased on the open market on June 1, 2002,
for $5 per share, to pay the full option price.
After exercising the option, A owns 100
shares of incentive stock option stock. Under
section 1036 (and so much of section 1031 as
relates to section 1036), 40 of the shares have
a $200 aggregate carryover basis (the $5 pur-
chase price x 40 shares) and a three-year
holding period for purposes of determining
capital gain, and 60 of the shares have a zero
basis and a holding period beginning on June
1, 2005, for purposes of determining capital
gain. All 100 shares have a holding period be-
ginning on June 1, 2005, for purposes of deter-
mining whether the holding period require-
ments of §1.422-1(a) are met.

Example 2. Assume the same facts as in Ex-
ample 1. Assume further that, on September
1, 2005, A sells 75 of the shares that A ac-
quired through exercise of the incentive
stock option for $30 per share. Because the
holding period requirements were not satis-
fied, A made a disqualifying disposition of
the 75 shares on September 1, 2005. Under the
rules of paragraphs (b)(2) and (b)(3) of this
section, A has sold all 60 of the non-section-
1036 shares and 15 of the 40 section-1036
shares. Therefore, under paragraph (b)(3) of
this section and section 83(a), the amount of
compensation attributable to A’s exercise of
the option and subsequent disqualifying dis-
position of 75 shares is $1,500 (the difference
between the fair market value of the stock
on the date of transfer, $1,875 (75 shares at
$25 per share), and the amount paid for the
stock, $375 (60 shares at $0 per share plus 15
shares at $25 per share)). In addition, A must
recognize a capital gain of $675, which con-
sists of $375 ($450, the amount realized from
the sale of 15 shares, less A’s basis of $75)
plus $300 ($1,800, the amount realized from
the sale of 60 shares, less A’s basis of $1,500
resulting from the inclusion of that amount
in income as compensation). Accordingly, A
must include in gross income for the taxable
year in which the sale occurs $1,500 as com-
pensation and $675 as capital gain. For its
taxable year in which the disqualifying dis-
position occurs, if otherwise allowable under
section 162 and if the requirements of §1.83—
6(a) are met, X Corporation is allowed a de-
duction of $1,500 for the compensation paid
to A.
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Example 3. Assume the same facts as in Ex-
ample 2, except that, instead of selling the 75
shares of incentive stock option stock on
September 1, 2005, A uses those shares to ex-
ercise a second incentive stock option. The
second option was granted to A by X Cor-
poration on January 1, 2005, entitling A to
purchase 100 shares of X Corporation com-
mon stock at $22.50 per share. As in Example
2, A has made a disqualifying disposition of
the 75 shares of stock pursuant to §1.424-1(c).
Under paragraph (b) of this section, A has
disposed of all 60 of the non-section-1036
shares and 15 of the 40 section-1036 shares.
Therefore, pursuant to paragraph (b)(3) of
this section and section 83(a), the amount of
compensation attributable to A’s exercise of
the first option and subsequent disqualifying
disposition of 75 shares is $1,500 (the dif-
ference between the fair market value of the
stock on the date of transfer, $1,875 (75 shares
at $25 per share), and the amount paid for the
stock, $375 (60 shares at $0 per share plus 15
shares at $25 per share)). Unlike Example 2, A
does not recognize any capital gain as a re-
sult of exercising the second option because,
for all purposes other than the determina-
tion of whether the exercise is a disposition
pursuant to section 424(c), the exercise is
considered an exchange to which section 1036
applies. Accordingly, A must include in gross
income for the taxable year in which the dis-
qualifying disposition occurs $1,500 as com-
pensation. If the requirements of §83(h) and
§1.83-6(a) are satisfied and the deduction is
otherwise allowable under section 162, for its
taxable year in which the disqualifying dis-
position occurs, X Corporation is allowed a
deduction of $1,500 for the compensation paid
to A. After exercising the second option, A
owns a total of 125 shares of incentive stock
option stock. Under section 1036 (and so
much of section 1031 as relates to section
1036), the 100 ‘“‘new’’ shares of incentive stock
option stock have the following bases and
holding periods: 15 shares have a $75 carry-
over basis and a three-year-and-three-month
holding period for purposes of determining
capital gain, 60 shares have a $1,5600 basis re-
sulting from the inclusion of that amount in
income as compensation and a three-month
holding period for purposes of determining
capital gain, and 25 shares have a zero basis
and a holding period beginning on September
1, 2005, for purposes of determining capital
gain. All 100 shares have a holding period be-
ginning on September 1, 2005, for purposes of
determining whether the holding period re-
quirements of §1.422-1(a) are met.

Example 4. Assume the same facts as in Ex-
ample 2, except that, instead of selling the 75
shares of incentive stock option stock on
September 1, 2005, A uses those shares to ex-
ercise a nonstatutory option. The nonstatu-
tory option was granted to A by X Corpora-
tion on January 1, 2005, entitling A to pur-
chase 100 shares of X Corporation common

1166



Internal Revenue Service, Treasury

stock at $22.50 per share. Unlike Example 3, A
has not made a disqualifying disposition of
the 75 shares of stock. After exercising the
nonstatutory option, A owns a total of 100
shares of incentive stock option stock and 25
shares of nonstatutory stock option stock.
Under section 1036 (and so much of section
1031 as relates to section 1036), the 75 new
shares of incentive stock option stock have
the same basis and holding period as the 75
old shares used to exercise the nonstatutory
option. The additional 25 shares of stock re-
ceived upon exercise of the nonstatutory op-
tion are taxed under the rules of section
83(a). Accordingly, A must include in gross
income for the taxable year in which the
transfer of such shares occurs $750 (25 shares
at $30 per share) as compensation. A’s basis
in such shares is the same as the amount in-
cluded in gross income. For its taxable year
in which the transfer occurs, X Corporation
is allowed a deduction of $750 for the com-
pensation paid to A to the extent the re-
quirements of section 83(h) and §1.83-6(a) are
satisfied and the deduction is otherwise al-
lowable under section 162.

Example 5. Assume the same facts in Exam-
ple 1, except that the shares transferred pur-
suant to the exercise of the incentive stock
option are subject to a substantial risk of
forfeiture and not transferable (substantially
nonvested) for a period of six months after
such transfer. Assume further that the
shares that A uses to exercise the incentive
stock option are similarly restricted. Such
shares were transferred to A on January 1,
2005, through A’s exercise of a nonstatutory
stock option which was granted to A on Jan-
uary 1, 2004. A paid $5 per share for the stock
when its fair market value was $22.50 per
share. A did not file a section 83(b) election
to include the $700 spread (the difference be-
tween the option price and the fair market
value of the stock on date of exercise of the
nonstatutory option) in gross income as
compensation. After exercising the incentive
stock option with the 40 substantially-non-
vested shares, A owns 100 shares of substan-
tially-nonvested incentive stock option
stock. Section 1036 (and so much of section
1031 as relates to section 1036) applies to the
40 shares exchanged in exercise of the incen-
tive stock option. However, pursuant to sec-
tion 83(g), the stock received in such ex-
change, because it is incentive stock option
stock, is not subject to restrictions and con-
ditions substantially similar to those to
which the stock given in such exchange was
subject. For purposes of section 83(a) and
§1.83-1(b)(1), therefore, A has disposed of the
40 shares of substantially-nonvested stock on
June 1, 2005, and must include in gross in-
come as compensation $800 (the difference
between the amount realized upon such dis-
position, $1,000, and the amount paid for the
stock, $200). Accordingly, 40 shares of the in-
centive stock option stock have a $1,000 basis
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(the $200 original basis plus the $800 included
in income as compensation) and 60 shares of
the incentive stock option stock have a zero
basis. For its taxable year in which the dis-
position of the substantially-nonvested stock
occurs, X Corporation is allowed a deduction
of $800 for the compensation paid to A, pro-
vided the requirements of section 83(h) and
§1.83-6(a) are satisfied and the deduction is
otherwise allowable under section 162.

(f) Effective/applicability date—(1) In
general. Except for §1.422-2(b)(6) Exam-
ple 1 (iii), the regulations under this
section are effective on August 3, 2004.
Section 1.422-2(b)(6) Example 1 (iii) is ef-
fective on November 17, 2009. Section
1.422-2(b)(6) Example 1 (iii) applies to
statutory options granted on or after
January 1, 2010.

(2) Reliance and transition period. For
statutory options granted on or before
June 9, 2003, taxpayers may rely on the
1984 proposed regulations LR-279-81 (49
FR 4504), the 2003 proposed regulations
REG-122917-02 (68 FR 34344), or this sec-
tion until the earlier of January 1, 2006,
or the first regularly scheduled stock-
holders meeting of the granting cor-
poration occurring 6 months after Au-
gust 3, 2004. For statutory options
granted after June 9, 2003, and before
the earlier of January 1, 2006, or the
first regularly scheduled stockholders
meeting of the granting corporation
occurring at least 6 months after Au-
gust 3, 2004, taxpayers may rely on ei-
ther REG-122917-02 or this section.
Taxpayers may not rely on LR-279-81
or REG-122917-02 after December 31,
2005. Reliance on LR-279-81, REG-
122917-02, or this section must be in its
entirety, and all statutory options
granted during the reliance period
must be treated consistently.

[T.D. 9144, 69 FR 46417, Aug. 3, 2004; 69 FR
61310, Oct. 18, 2004; 69 FR 70551, Dec. 7, 2004;
T.D. 9471, 74 FR 59078, Nov. 17, 2009]

§1.423-1 Applicability of
421(a).

(a) General rule. Subject to the provi-
sions of section 423(c) and §1.423-2(k),
the special rules of income tax treat-
ment provided in section 421(a) apply
with respect to the transfer of a share
of stock to an individual pursuant to
the individual’s exercise of an option
granted under an employee stock pur-
chase plan, as defined in §1.423-2, if the
following conditions are satisfied—

section
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(1) The individual makes no disposi-
tion of such share before the later of
the expiration of the two-year period
from the date of the grant of the option
pursuant to which such share was
transferred or the expiration of the
one-year period from the date of trans-
fer of such share to the individual; and

(2) At all times during the period be-
ginning on the date of the grant of the
option and ending on the day three
months before the date of exercise, the
individual was an employee of the cor-
poration granting the option, a related
corporation, or a corporation (or a re-
lated corporation) substituting or as-
suming the stock option in a trans-
action to which section 424(a) applies.

(b) Cross-references. For rules relating
to the requisite employment relation-
ship, see §1.421-1(h). For rules relating
to the effect of a disqualifying disposi-
tion, see section 421(b) and §1.421-2(b).
For the definition of the term ‘‘dis-
position,” see section 424(c) and §1.424—
1(c). For the definition of the term
“related corporation,” see §1.421-1(i).

(c) Effective/applicability date. The
regulations under this section are ef-
fective on November 17, 2009. The regu-
lations under this section apply to op-
tions granted under an employee stock
purchase plan on or after January 1,
2010.

[T.D. 9471, 74 FR 59078, Nov. 17, 2009]

§1.423-2 Employee
plan defined.

(a) In general—(1) The term ‘‘em-
ployee stock purchase plan’” means a
plan that meets the requirements of
paragraphs (a)(2) and (a)(3) of this sec-
tion. If the terms of the plan do not
satisfy the requirements of paragraph
(a)(3) of this section, then such require-
ments may be satisfied by the terms of
an offering made under the plan. How-
ever, where the requirements of para-
graph (a)(3) of this section are satisfied
by the terms of an offering, such re-
quirements will be treated as satisfied
only with respect to options exercised
under that offering. One or more offer-
ings may be made under an employee
stock purchase plan. Offerings may be
consecutive or overlapping, and the
terms of each offering need not be iden-
tical provided the terms of the plan
and the offering together satisfy the

stock purchase
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requirements of paragraphs (a)(2) and
(a)(3) of this section. The plan and the
terms of an offering must be in writing
or electronic form, provided that such
writing or electronic form is adequate
to establish the terms of the plan or of-
fering, as applicable.

(2) To satisfy the requirements of
this paragraph (a)(2) and §1.423-1, the
plan must meet both of the following
requirements—

(i) The plan must provide that op-
tions can be granted only to employees
of the employer corporation or of a re-
lated corporation (as defined in para-
graph (i) of §1.421-1) to purchase stock
in any such corporation (see paragraph
(b) of this section); and

(ii) The plan must be approved by the
stockholders of the granting corpora-
tion within 12 months before or after
the date the plan is adopted (see para-
graph (c) of this section).

(3) To satisfy the requirements of
this paragraph (a)(3) and §1.423-1, the
terms of the plan or offering must meet
all of the following requirements—

(i) An employee cannot be granted an
option if, immediately after the option
is granted, the employee owns stock
possessing 5 percent or more of the
total combined voting power or value
of all classes of stock of the employer
corporation or of a related corporation
(see paragraph (d) of this section);

(ii) Options must be granted to all
employees of any corporation whose
employees are granted any options by
reason of their employment by the cor-
poration (see paragraph (e) of this sec-
tion);

(iii) All employees granted options
must have the same rights and privi-
leges (see paragraph (f) of this section);

(iv) The option price cannot be less
than the lesser of—

(A) An amount equal to 85 percent of
the fair market value of the stock at
the time the option is granted, or

(B) An amount not less than 85 per-
cent of the fair market value of the
stock at the time the option is exer-
cised (see paragraph (g) of this section).

(v) Options cannot be exercised after
the expiration of—

(A) Five years from the date the op-
tion is granted if, under the terms of
such plan, the option price cannot be
less than 85 percent of the fair market
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value of the stock at the time the op-
tion is exercised, or

(B) Twenty-seven months from the
date the option is granted, if the option
price is not determined in the manner
described in paragraph (a)3)(v)(A) of
this section (see paragraph (h) of this
section).

(vi) No employee may be granted an
option that permits the employee’s
rights to purchase stock under all em-
ployee stock purchase plans of the em-
ployer corporation and its related cor-
porations to accrue at a rate that ex-
ceeds $25,000 of fair market value of the
stock (determined at the time the op-
tion is granted) for each calendar year
in which the option is outstanding at
any time (see paragraph (i) of this sec-
tion); and

(vii) Options are not transferable by
the optionee other than by will or the
laws of descent and distribution, and
are exercisable, during the lifetime of
the optionee, only by the optionee (see
paragraph (j) of this section).

(4) The determination of whether a
particular option is an option granted
under an employee stock purchase plan
is made at the time the option is grant-
ed. If the terms of an option are incon-
sistent with the terms of the employee
stock purchase plan or the offering
under the plan pursuant to which the
option is granted, the option will not
be treated as granted under an em-
ployee stock purchase plan. If an op-
tion with terms that are inconsistent
with the terms of the plan or an offer-
ing under the plan is granted to an em-
ployee who is entitled to the grant of
an option under the terms of the plan
or offering, and the employee is not
granted an option under the offering
that qualifies as an option granted
under an employee stock purchase
plan, the offering will not meet the re-
quirements of paragraph (e) of this sec-
tion. Accordingly, none of the options
granted under the offering will be eligi-
ble for the special tax treatment of sec-
tion 421. However, if an option with
terms that are inconsistent with the
terms of the plan or an offering under
the plan is granted to an individual
who is not entitled to the grant of an
option under the terms of the plan or
offering, the option will not be treated
as an option granted under an em-

§1.423-2

ployee stock purchase plan but the
grant of the option will not disqualify
the options granted under the plan or
offering. If, at the time of grant, an op-
tion qualifies as an option granted
under an employee stock purchase
plan, but after the time of grant one or
more of the requirements of paragraph
(a)(3) of this section is not satisfied
with respect to the option, the option
will not be treated as granted under an
employee stock purchase plan but this
failure to comply with the terms of the
option will not disqualify the other op-
tions granted under the plan or offer-
ing.

(5) Examples. The following examples
illustrate the principles of paragraph
(a):

Example 1. Corporation A operates an em-
ployee stock purchase plan under which op-
tions for A stock are granted to employees of
A. The terms of an offering provide that the
option price will be 90 percent of the fair
market value of A stock on the date of exer-
cise. A grants an option under the offering to
Employee Z, an employee of A. The terms of
the option provide that the option price will
be 85 percent of the fair market value of A
stock on the date of exercise. Because the
terms of Z’s option are inconsistent with the
terms of the offering, the option granted to
Z will not be treated as an option granted
under the employee stock purchase plan.
Further, unless Z is granted an option under
the offering that qualifies as an option
granted under the employee stock purchase
plan, the offering will not meet the require-
ments of paragraph (e) of this section and
none of the options granted under the offer-
ing will be eligible for the special tax treat-
ment of section 421.

Example 2. Corporation B operates an em-
ployee stock purchase plan that provides
that options for B stock may only be granted
to employees of B. Under the terms of the
plan, options may not be granted to consult-
ants and other non-employees. B grants an
option to Consultant Y, a consultant of B.
Because Y is ineligible to receive an option
under the plan because Y is not an employee,
the grant of the option to Y is inconsistent
with the terms of the plan and the option
granted to Y will not be treated as an option
granted under the employee stock purchase
plan. However, the grant of the option to Y
will not disqualify the options granted under
the plan or any offering because Y was not
entitled to the grant of an option under the
plan.

Example 3. Corporation C operates an em-
ployee stock purchase plan under which op-
tions for C stock are granted to employees of
C. C grants an option pursuant to an offering
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under the plan to Employee X, an employee
of C who is a highly compensated employee.
The terms of the employee stock purchase
plan exclude highly compensated employees
from participation in the plan. Because X is
ineligible to receive an option under the plan
by reason of X’s exclusion from participation
in the plan, the option granted to X will not
be treated as an option granted under the
employee stock purchase plan. However, the
grant of the option to X will not disqualify
the options granted under the plan or offer-
ing because X was not entitled to the grant
of an option under the plan.

Example 4. Corporation D operates an em-
ployee stock purchase plan under which op-
tions for D stock are granted to employees of
D. D grants an option pursuant to an offering
under the plan to Employee W, an employee
of D. The terms of the option provide that
the option price will be 90 percent of the fair
market value of D stock on the date of exer-
cise. On the date of exercise, W pays only 85
percent of the fair market value of D stock.
Because the terms of W’s option are not sat-
isfied, the option granted to W will not be
treated as an option granted under the em-
ployee stock purchase plan. However, the
failure to comply with the terms of the op-
tion granted to W will not disqualify the op-
tions granted under the plan or offering.

(b) Options restricted to employees. An
employee stock purchase plan must
provide that options can be granted
only to employees of the employer cor-
poration (or employees of its related
corporations) to purchase stock in the
employer corporation (or one of its re-
lated corporations). If such a provision
is not included in the terms of the
plan, the plan will not be an employee
stock purchase plan and options grant-
ed under the plan will not qualify for
the special tax treatment of section
421. For rules relating to the employ-
ment requirement, see §1.421-1(h).

(c) Stockholder approval—(1) An em-
ployee stock purchase plan must be ap-
proved by the stockholders of the
granting corporation within 12 months
before or after the date such plan is
adopted. The approval of the stock-
holders must comply with all applica-
ble provisions of the corporate charter
and bylaws and of applicable State law
prescribing the method and degree of
stockholder approval required for the
issuance of corporate stock or options.
If the applicable State law does not
prescribe a method and degree of
stockholder approval, then an em-
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ployee stock purchase plan must be ap-
proved—

(i) By a majority of the votes cast at
a duly held stockholder’s meeting at
which a quorum representing a major-
ity of all outstanding voting stock is,
either in person or by proxy, present
and voting on the plan; or

(ii) By a method and in a degree that
would be treated as adequate under ap-
plicable State law in the case of an ac-
tion requiring stockholder approval
(such as, an action on which stock-
holders would be entitled to vote if the
action were taken at a duly held stock-
holders’ meeting).

(2) For purposes of the stockholder
approval required by this paragraph
(c), ordinarily, a plan is adopted when
it is approved by the granting corpora-
tion’s board of directors, and the date
of the board’s action is the reference
point for determining whether stock-
holder approval occurs within the ap-
plicable 24-month period. However, if
the board’s action is subject to a condi-
tion (such as stockholder approval) or
the happening of a particular event,
the plan is adopted on the date the con-
dition is met or the event occurs, un-
less the board’s resolution fixes the
date of adoption as the date of the
board’s action.

(3) An employee stock purchase plan,
as adopted and approved, must des-
ignate the maximum aggregate number
of shares that may be issued under the
plan, and the corporations or class of
corporations whose employees may be
offered options under the plan. A plan
that merely provides that the number
of shares that may be issued under the
plan may not exceed a stated percent-
age of the shares outstanding at the
time of each offering or grant under
the plan does not satisfy the require-
ments of this paragraph (c)(3). How-
ever, the maximum aggregate number
of shares that may be issued under the
plan may be stated in terms of a per-
centage of the authorized, issued, or
outstanding shares on the date of the
adoption of the plan. The plan may
specify that the maximum aggregate
number of shares available for grants
under the plan may increase annually
by a specified percentage of the author-
ized, issued, or outstanding shares on
the date of the adoption of the plan. A
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plan that provides that the maximum
aggregate number of shares that may
be issued as options under the plan
may change based on any other specific
circumstances satisfies the require-
ments of this paragraph only if the
stockholders approve an immediately
determinable maximum number of
shares that may be issued under the
plan in any event. If there is more than
one employee stock purchase plan
under which options may be granted
and stockholders of the granting cor-
poration merely approve a maximum
aggregate number of shares that are
available for issuance under the plans,
the stockholder approval requirements
described in paragraph (c)(1) of this
section are not satisfied. A separate
maximum aggregate number of shares
available for issuance pursuant to op-
tions must be specified and approved
for each plan.

(4) Once an employee stock purchase
plan is approved by the stockholders of
the granting corporation, the plan need
not be reapproved by the stockholders
of the granting corporation unless the
plan is amended or changed in a man-
ner that is considered the adoption of a
new plan, in which case the plan must
be reapproved within the prescribed 24-
month period. Any increase in the ag-
gregate number of shares that may be
issued under the plan (other than an
increase merely reflecting a change in
the number of outstanding shares, such
as a stock dividend or stock split) will
be considered the adoption of a new
plan requiring stockholder approval
within the prescribed 24-month period.
Similarly, a change in the designation
of corporations whose employees may
be offered options under the plan will
be considered the adoption of a new
plan requiring stockholder approval
within the prescribed 24-month period
unless the plan provides that designa-
tions of participating corporations may
be made from time to time from among
a group consisting of the granting cor-
poration and its related corporations.
The group from among which such
changes and designations are permitted
without additional stockholder ap-
proval may include corporations hav-
ing become parents or subsidiaries of
the granting corporation after the
adoption and approval of the plan. In
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addition, a change in the granting cor-
poration or the stock available for pur-
chase under the plan will be considered
the adoption of a new plan requiring
stockholder approval within the pre-
scribed 24-month period. Any other
changes in the terms of an employee
stock purchase plan are not considered
the adoption of a new plan and, thus,
do not require stockholder approval.

(5) Examples. The following examples
illustrate the principles of this para-
graph (c):

Example 1. (i) Corporation E is a subsidiary
of Corporation F, a publicly traded corpora-
tion. On January 1, 2010, E adopts an em-
ployee stock purchase plan under which op-
tions for E stock are granted to E employees.

(ii) To meet the requirements of paragraph
(c)(1) of this section, the plan must be ap-
proved by the stockholders of E (in this case,
F) within 12 months before or after January
1, 2010.

(iii) Assume the same facts as in paragraph
(i) of this Example 1, except that the plan was
approved by the stockholders of E (in this
case, F) on March 1, 2010. On January 1, 2012,
E changes the plan to provide that options
for F stock will be granted to E employees
under the plan. Because there is a change in
the stock available for grant under the plan,
under paragraph (c)(4) of this section, the
change is considered the adoption of a new
plan that must be approved by the stock-
holders of E (in this case, F) within 12
months before or after January 1, 2012.

Example 2. (i) Assume the same facts as in
paragraph (i) of Example 1, except that on
March 15, 2011, F completely disposes of its
interest in E. Thereafter, E continues to
grant options for E stock to E employees
under the plan.

(ii) The new E options are granted under a
plan that meets the stockholder approval re-
quirements of paragraph (c)(1) of this section
without regard to whether E seeks approval
of the plan from the stockholders of E after
F disposes of its interest in E.

(iii) Assume the same facts as in paragraph
(i) of this Example 2, except that under the
plan as adopted on January 1, 2010, only op-
tions for F stock are granted to E employees.
Assume further that, after F disposes of its
interest in E, E changes the plan to provide
for the grant of options for E stock to E em-
ployees. Because there is a change in the
stock available for purchase or grant under
the plan, under paragraph (c)(4) of this sec-
tion, the stockholders of E must approve the
plan within 12 months before or after the
change to the plan to meet the stockholder
approval requirements of paragraph (c) of
this section.
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Example 3. (i) Corporation G maintains an
employee stock purchase plan providing op-
tions for G stock. Corporation H does not
maintain an employee stock purchase plan.
On May 15, 2010, G and H consolidate under
State law to form one corporation. The new
corporation is named Corporation H. The
consolidation agreement describes the G
plan, including the maximum aggregate
number of shares available for issuance
under the plan after the consolidation. Addi-
tionally, the consolidation agreement states
that the plan will be continued by H after
the consolidation. The consolidation agree-
ment is approved by the stockholders of G
and H on May 1, 2010. H assumes the plan for-
merly maintained by G and continues to
grant options under the plan to all eligible
employees, but the options are for H stock.

(ii) Because there is a change in the grant-
ing corporation (from G to H) and the stock
available for purchase, under paragraph
(c)(4) of this section, H is considered to have
adopted a new plan. Because the plan is fully
described in the consolidation agreement, in-
cluding the maximum aggregate number of
shares available for issuance under the plan,
the approval of the consolidation agreement
by the stockholders constitutes approval of
the plan. Thus, the stockholder approval of
the consolidation agreement satisfies the
stockholder approval requirements of para-
graph (c)(1) of this section, and the plan is
considered to be adopted by H and approved
by its stockholders on May 1, 2010.

Example 4. Corporation I adopts an em-
ployee stock purchase plan on November 1,
2010. On that date, there are two million
shares of I stock outstanding. The plan pro-
vides that the maximum aggregate number
of shares that may be issued under the plan
may not exceed 15 percent of the number of
shares of I stock outstanding on November 1,
2010. Because the maximum aggregate num-
ber of shares that may be issued under the
plan is designated in the plan, the require-
ments of paragraph (c)(3) of this section are
met.

Example 5. (i) Corporation J adopts an em-
ployee stock purchase plan on March 15, 2010.
The plan provides that the maximum aggre-
gate number of shares of J stock available
for issuance under the plan is 50,000, in-
creased on each anniversary date of the
adoption of the plan by 5 percent of the then
outstanding shares. Because the maximum
aggregate number of shares is not designated
under the plan, the requirements of para-
graph (c)(3) of this section are not met.

(ii) Assume the same facts as in paragraph
(i) of this Example 5, except that the plan
provides that the maximum aggregate num-
ber of shares available under the plan is the
lesser of (a) 50,000 shares, increased each an-
niversary date of the adoption of the plan by
5 percent of the then-outstanding shares, or
(b) 200,000 shares. Because the maximum ag-
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gregate number of shares that may be issued
under the plan is designated as the lesser of
two numbers, one of which provides an im-
mediately determinable maximum aggregate
number of shares that may be issued under
the plan in any event, the requirements of
paragraph (c)(3) of this section are met.

(d) Onptions granted to certain share-
holders—(1) An employee stock pur-
chase plan or offering must, by its
terms, provide that an employee can-
not be granted an option if the em-
ployee, immediately after the option is
granted, owns stock possessing 5 per-
cent or more of the total combined vot-
ing power or value of all classes of
stock of the employer corporation or a
related corporation. In determining
whether the stock ownership of an em-
ployee equals or exceeds this 5 percent
limit, the rules of section 424(d) (relat-
ing to attribution of stock ownership)
shall apply, and stock that the em-
ployee may purchase under out-
standing options (whether or not the
options qualify for the special tax
treatment afforded by section 421(a))
shall be treated as stock owned by the
employee. An option is outstanding for
purposes of this paragraph (d) although
under its terms it may be exercised
only in installments or after the expi-
ration of a fixed period of time. If an
option is granted to an employee whose
stock ownership (as determined under
this paragraph (d)) exceeds the limita-
tion set forth in this paragraph (d), no
portion of the option will be treated as
having been granted under an employee
stock purchase plan.

(2) The determination of the percent-
age of the total combined voting power
or value of all classes of stock of the
employer corporation (or a related cor-
poration) that is owned by the em-
ployee is made by comparing the vot-
ing power or value of the shares owned
(or treated as owned) by the employee
to the aggregate voting power or value
of all shares actually issued and out-
standing immediately after the grant
of the option to the employee. The ag-
gregate voting power or value of all
shares actually issued and outstanding
immediately after the grant of the op-
tion does not include the voting power
or value of treasury shares or shares
authorized for issue under outstanding
options held by the employee or any
other person.
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(3) Examples. The following examples
illustrate the principles of this para-
graph (d):

Example 1. Employee V, an employee of
Corporation K, owns 6,000 shares of K com-
mon stock, the only class of K stock out-
standing. K has 100,000 shares of its common
stock outstanding. Because V owns 6 percent
of the combined voting power or value of all
classes of K stock, K cannot grant an option
to V under K’s employee stock purchase
plan. If V’s father and brother each owned
3,000 shares of K stock and V did not own any
K stock, then the result would be the same
because, under section 424(d), an individual is
treated as owning stock held by the person’s
father and brother. Similarly, the result
would be the same if, instead of actually
owning 6,000 shares, V merely held an option
on 6,000 shares of K stock, irrespective of
whether the transfer of stock under the op-
tion could qualify for the special tax treat-
ment of section 421, because this paragraph
(d) provides that stock the employee may
purchase under outstanding options is treat-
ed as stock owned by such employee.

Example 2. Assume the same facts as in Ex-
ample 1, except that K is a 50 percent sub-
sidiary corporation of Corporation L. Irre-
spective of whether V owns any L stock, V
cannot receive an option from L under L’s
employee stock purchase plan because he
owns 5 percent of the total combined voting
power of all classes of stock of a subsidiary
of L, in this example, K. An employee who
owns (or is treated as owning) stock in ex-
cess of the limitation of this paragraph (d),
in any corporation in a group of related cor-
porations, consisting of a parent and its sub-
sidiary corporations, cannot receive an op-
tion under an employee stock purchase plan
from any corporation in the group.

Example 3. Employee U is an employee of
Corporation M. M has only one class of
stock, of which 100,000 shares are issued and
outstanding. Assuming U does not own (and
is not treated as owning) any stock in M or
in any related corporation of M, M may
grant an option to U under its employee
stock purchase plan for 4,999 shares, because
immediately after the grant of the option, U
would not own 5 percent or more of the com-
bined voting power or value of all classes of
M stock actually issued and outstanding at
such time. The 4,999 shares that U would be
treated as owning under this paragraph (d)
would not be added to the 100,000 shares actu-
ally issued and outstanding immediately
after the grant for purposes of determining
whether U’s stock ownership exceeds the
limitation of this paragraph (d).

Example 4. Assume the same facts as in Ex-
ample 3 but instead of an option for 4,999
shares, M grants U an option, purportedly
under its employee stock purchase plan, for
5,000 shares. No portion of this option will be
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treated as granted under an employee stock
purchase plan because U’s stock ownership
exceeds the limitation of this paragraph (d).

(e) Employees covered by plan—(1) Sub-
ject to the provisions of this paragraph
(e) and the limitations of paragraphs
(d), (f) and (i) of this section, an em-
ployee stock purchase plan or offering
must, by its terms, provide that op-
tions are to be granted to all employ-
ees of any corporation whose employ-
ees are granted any of such options by
reason of their employment by that
corporation, except that one or more of
the following categories of employees
may be excluded from the coverage of
the plan or offering—

(i) Employees who have been em-
ployed less than two years;

(ii) Employees whose customary em-
ployment is 20 hours or less per week;

(iii) Employees whose customary em-
ployment is for not more than five
months in any calendar year; and

(iv) Highly compensated employees
(within the meaning of section 414(q)).

(2) A plan or offering does not fail to
satisfy the coverage provision of para-
graph (e)(1) of this section in the fol-
lowing circumstances—

(i) The plan or offering excludes em-
ployees who have completed a shorter
period of service or whose customary
employment is for fewer hours per
week or fewer months in a calendar
year than is specified in paragraphs
(e)(1)(), (ii) and (iii) of this section,
provided the exclusion is applied in an
identical manner to all employees of
every corporation whose employees are
granted options under the plan or offer-
ing.

(ii) The plan or offering excludes
highly compensated employees (within
the meaning of section 414(q)) with
compensation above a certain level or
who are officers or subject to the dis-
closure requirements of section 16(a) of
the Securities Exchange Act of 1934,
provided the exclusion is applied in an
identical manner to all highly com-
pensated employees of every corpora-
tion whose employees are granted op-
tions under the plan or offering.

(3) Notwithstanding paragraph (e)(1)
of this section, employees who are citi-
zens or residents of a foreign jurisdic-
tion (without regard to whether they
are also citizens of the United States
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or resident aliens (within the meaning
of section 7701(b)(1)(A))) may be ex-
cluded from the coverage of an em-
ployee stock purchase plan or offering
under the following circumstances—

(i) The grant of an option under the
plan or offering to a citizen or resident
of the foreign jurisdiction is prohibited
under the laws of such jurisdiction; or

(ii) Compliance with the laws of the
foreign jurisdiction would cause the
plan or offering to violate the require-
ments of section 423.

(4) No option granted under a plan or
offering that excludes from participa-
tion any employees, other than those
who may be excluded under this para-
graph (e), and those barred from par-
ticipation by reason of paragraphs (d),
(f) and (i) of this section, can be re-
garded as having been granted under an
employee stock purchase plan. If an op-
tion is not granted to any employee
who is entitled to the grant of an op-
tion under the terms of the plan or of-
fering, none of the options granted
under such offering will be treated as
having been granted under an employee
stock purchase plan. However, a plan
that, by its terms, permits all eligible
employees to elect to participate in an
offering will not violate the require-
ments of this paragraph solely because
eligible employees who elect not to
participate in the offering are not
granted options pursuant to such offer-
ing.

(5) For purposes of this paragraph (e),
the existence of the employment rela-
tionship between an individual and the
corporation participating under the
plan will be determined under §1.421-
1(h).

(6) Examples. The following examples
illustrate the principles of this para-
graph (e):

Example 1. Corporation N has a stock pur-
chase plan that meets all the requirements
of paragraphs (a)(2) and (a)(3) of this section
except that options are not required to be
granted to employees whose weekly rate of
pay is less than $1,000. As a matter of cor-
porate practice, however, N grants options
under its plan to all employees, irrespective
of their weekly rate of pay. Even though N’s
plan is operated in compliance with the re-
quirements of this paragraph (e), N’s plan is
not an employee stock purchase plan because
the terms of the plan exclude a category of
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employees that is not permitted under this
paragraph (e).

Example 2. Assume the same facts as in Ex-
ample 1, except that the first offering under
N’s plan provides that options will be grant-
ed to all employees of N. The terms of the
first offering will be treated as part of the
terms of N’s plan, but only for purposes of
the first offering. Because the terms of the
first offering satisfy the requirements of this
paragraph (e), stock transferred pursuant to
options exercised under the first offering will
be treated as stock transferred pursuant to
the exercise of options granted under an em-
ployee stock purchase plan for purposes of
section 421.

Example 3. Corporation O has a stock pur-
chase plan that excludes from participation
all employees who have been employed less
than one year. Assuming all other require-
ments of paragraphs (a)(2) and (a)(3) of this
section are satisfied, O’s plan qualifies as an
employee stock purchase plan under section
423.

Example 4. Corporation P has a stock pur-
chase plan that excludes from participation
clerical employees who have been employed
less than two years. However, non-clerical
employees with less than two years of serv-
ice are permitted to participate in the plan.
P’s plan is not an employee stock purchase
plan because the exclusion of employees who
have been employed less than two years ap-
plies only to certain employees of P and is
not applied in an identical manner to all em-
ployees of P. If, instead, P’s plan excludes
from participation all employees (both cler-
ical and non-clerical) who have been em-
ployed less than two years, then P’s plan
would qualify as an employee stock purchase
plan under section 423 assuming all other re-
quirements of paragraphs (a)(2) and (a)(3) of
this section are satisfied.

Example 5. Corporation Q has a stock pur-
chase plan that excludes from participation
all officers who are highly compensated em-
ployees (within the meaning of section
414(q)). Assuming all other requirements of
paragraphs (a)(2) and (a)(3) of this section are
satisfied, Q’s plan qualifies as an employee
stock purchase plan under section 423.

Example 6. Corporation R maintains an em-
ployee stock purchase plan that excludes
from participation all highly compensated
employees (within the meaning of section
414(q)), except highly compensated employ-
ees who are officers of R. R’s plan is not an
employee stock purchase plan because the
exclusion of all highly compensated employ-
ees except highly compensated employees
who are officers of R is not a permissible ex-
clusion under paragraph (e)(2)(ii) of this sec-
tion.

Example 7. Corporation S is the parent cor-
poration of Subsidiary YY and Subsidiary
ZZ. S maintains an employee stock purchase
plan with both YY and ZZ participating in
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the same offering under the plan. Under the
terms of the offering under the plan, all em-
ployees of YY and ZZ are permitted to par-
ticipate in the plan with the exception of
ZZ’s highly compensated employees with an-
nual compensation greater than $300,000.
None of the options granted under the offer-
ing will be considered granted under an em-
ployee stock purchase plan because the ex-
clusion of highly compensated employees
with annual compensation greater than
$300,000 is not applied in an identical manner
to all employees of YY and ZZ granted op-
tions in the same offering.

Example 8. Assume the same facts as in Ex-
ample 7, except that Corporation S estab-
lishes separate offerings under the plan for
YY and ZZ. Under the terms of the separate
offering for YY, all employees of YY are per-
mitted to participate in the plan. Under the
terms of the separate offering established for
77, all employees of ZZ are permitted to par-
ticipate in the plan with the exception of
ZZ’s highly compensated employees with an-
nual compensation greater than $300,000. The
options granted under the separate offering
for YY will be considered granted under an
employee stock purchase plan. Further, the
options granted under the separate offering
for ZZ will be considered granted under an
employee stock purchase plan because the
exclusion of highly compensated employees
with annual compensation greater than
$300,000 is applied in an identical manner to
all employees of ZZ granted options in the
same offering.

Example 9. The laws of Country A require
that options granted to residents of Country
A be transferable during the lifetime of the
option recipient. Corporation T has a stock
purchase plan that excludes residents of
Country A from participation in the plan.
Because compliance with the laws of Coun-
try A would cause options granted to resi-
dents of Country A to violate paragraph (j)
of this section, T may exclude residents of
Country A from participation in the plan.
Assuming all other requirements of para-
graph (a)(2) of this section are satisfied, T's
plan qualifies as an employee stock purchase
plan under section 423.

(f) Equal rights and privileges—(1) Ex-
cept as otherwise provided in para-
graphs (f)(2) through (f)(6) of this sec-
tion, an employee stock purchase plan
or offering must, by its terms, provide
that all employees granted options
under the plan or offering shall have
the same rights and privileges. Thus,
the provisions applying to one option
under an offering (such as the provi-
sions relating to the method of pay-
ment for the stock and the determina-
tion of the purchase price per share)
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must apply to all other options under
the offering in the same manner. If all
the options granted under a plan or of-
fering do not, by their terms, give the
respective optionees the same rights
and privileges, none of the options will
be treated as having been granted
under an employee stock purchase plan
for purposes of section 421.

(2) The requirements of this para-
graph (f) do not prevent the maximum
amount of stock that an employee may
purchase from being determined on the
basis of a uniform relationship to the
total compensation, or the basic or reg-
ular rate of compensation, of all em-
ployees.

(3) A plan or offering will not fail to
satisfy the requirements of this para-
graph (f) because the plan or offering
provides that no employee may pur-
chase more than a maximum amount
of stock fixed under the plan or offer-
ing.

(4) A plan or offering will not fail to
satisfy the requirements of this para-
graph (f) if, in order to comply with the
laws of a foreign jurisdiction, the
terms of an option granted under a
plan or offering to citizens or residents
of such foreign jurisdiction (without
regard to whether they are also citi-
zens of the United States or resident
aliens (within the meaning of section
7701(b)(1)(A))) are less favorable than
the terms of options granted under the
same plan or offering to employees
resident in the United States.

(5)(i) Except as provided in this para-
graph and paragraph (f)(6)(ii) of this
section, a plan or offering permitting
one or more employees to carry for-
ward amounts that were withheld but
not applied toward the purchase of
stock under an earlier plan or offering
and apply the amounts towards the
purchase of additional stock under a
subsequent plan or offering will be a
violation of the equal rights and privi-
leges under paragraph (f)(1) of this sec-
tion. However, the carry forward of
amounts withheld but not applied to-
ward the purchase of stock under an
earlier plan or offering will not violate
the equal rights and privileges require-
ment of paragraph (f)(1) of this section,
if all other employees participating in
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the current plan or offering are per-
mitted to make direct payments to-
ward the purchase of shares under a
subsequent plan or offering in an
amount equal to the excess of the
greatest amount which any employee
is allowed to carry forward from an
earlier plan or offering over the
amount, if any, the employee will
carry forward from an earlier plan or
offering.

(ii) A plan or offering will not fail to
satisfy the requirements of this section
merely because employees are per-
mitted to carry forward amounts rep-
resenting a fractional share, that were
withheld but not applied toward the
purchase of stock under an earlier plan
or offering and apply the amounts to-
ward the purchase of additional stock
under a subsequent plan or offering.

(6) Paragraph (f) does not prohibit
the delaying of the grant of an option
to any employee who is barred from
being granted an option solely by rea-
son of the employee’s failing to meet a
minimum service requirement set forth
in paragraph (e)(1) of this section until
the employee meets such requirement.

(7) Examples. The following examples
illustrate the principles of this para-
graph (f):

Example 1. Corporation U has an employee
stock purchase plan that provides that the
maximum amount of stock that each em-
ployee may purchase under the offering is
one share for each $100 of annual gross pay.
The plan meets the requirements of this
paragraph (f).

Example 2. Corporation V has an employee
stock purchase plan that provides that the
maximum amount of stock that each em-
ployee may purchase under the offering is
one share for each $100 of annual gross pay
up to and including $10,000, and two shares
for each $100 of annual gross pay in excess of
$10,000. The plan will not meet the require-
ments of this paragraph (f) because the
amount of stock that may be purchased
under the plan is not based on a uniform re-
lationship to the total compensation of all
employees.

Example 3. Corporation W has an employee
stock purchase plan that provides that op-
tions to purchase stock in an amount equal
to ten percent of an employee’s annual sal-
ary at a price equal to 85 percent of the fair
market value on the first day of the offering
will be granted to all employees other than
those who have been employed less than 18
months. In addition, the plan provides that
employees who have not yet met the min-
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imum service requirements on the first day
of the offering will be granted similar op-
tions on the date the 18 month service re-
quirement has been attained. The plan meets
the requirements of this paragraph (f).

Example 4. Corporation X is the parent cor-
poration of Subsidiary AA, Subsidiary BB
and Subsidiary CC. X maintains an employee
stock purchase plan with AA, BB and CC par-
ticipating in the same offering under the
plan. Under the terms of the offering under
the plan, options to purchase stock at a price
equal to 90 percent of the fair market value
at the time the option is exercised will be
granted to all employees. Certain employees
of AA are residents of Country B. The laws of
Country B provide that options granted to
employees who are residents of Country B
must have a purchase price not less than 95
percent of the fair market value at the time
the option is exercised. The plan will not fail
to satisfy the requirements of this paragraph
(f) merely because the residents of Country B
are granted options under the plan to pur-
chase stock at a price equal to 95 percent of
the fair market value at the time the option
is exercised.

Example 5. Assume the same facts as in Ex-
ample 4, except that Corporation X estab-
lishes two separate offerings under the plan:
A separate offering for the employees of AA
and a separate offering for the employees of
BB and CC. Under the separate offering for
the employees of BB and CC, options are
granted to all employees with an exercise
price equal to 90 percent of the fair market
value at the time the option is exercised.
Under the separate offering for the employ-
ees of AA, options are granted to all employ-
ees with an exercise price equal to 95 percent
of the fair market value at the time the op-
tion is exercised. The plan does not violate
the equal rights and privileges requirement
of this paragraph (f) merely because the ex-
ercise price of options granted under one of-
fering is less than the exercise price of op-
tions granted under a separate offering.

Example 6. Corporation Y maintains an em-
ployee stock purchase plan. Employee T is
employed by Y. T is granted an option under
the current offering to purchase a maximum
of 100 shares of Y stock at an option price
equal to 85 percent of the fair market value
of the stock at exercise. The plan permits
the carry forward of withheld but unused
amounts from an earlier offering. Prior to
the exercise date, $2000 of T’s salary has been
withheld and is available to be applied to-
ward the purchase of Y stock. On the exer-
cise date, the fair market value of Y stock is
$20 per share. T is able to purchase 100 shares
of Y stock at $17 per share for an aggregate
purchase price of $1700. T can carry forward
$300 to the subsequent offering. Each em-
ployee in the subsequent offering other than
T will be permitted to make direct payments
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toward the purchase of shares under the sub-
sequent offering in a maximum amount of
$300 less any amount the employee has car-
ried forward from an earlier offering. The
plan does not violate the equal rights and
privileges requirement of this paragraph (f).

(g) Option price—(1) An employee
stock purchase plan or offering must,
by its terms, provide that the option
price will not be less than the lesser
of—

(i) An amount equal to 85 percent of
the fair market value of the stock at
the time the option is granted, or

(ii) An amount that under the terms
of the option may not be less than 85
percent of the fair market value of the
stock at the time the option is exer-
cised.

(2) For purposes of determining the
option price, the fair market value of
the stock may be determined in any
reasonable manner, including the valu-
ation methods permitted under
§20.2031-2. However, the option price
must meet the minimum pricing re-
quirements of this paragraph (g). For
general rules relating to the option
price, see §1.421-1(e). For rules relating
to the determination of when an option
is granted, see §§1.421-1(c) and 1.423-
2(h)(2). Any option that does not meet
the minimum pricing requirements of
this paragraph (g) will not be treated
as an option granted under an em-
ployee stock purchase plan irrespective
of whether the plan or offering satisfies
those requirements. If an option that
does not meet the minimum pricing re-
quirements is granted to an employee
who is entitled to the grant of an op-
tion under the terms of the plan or of-
fering, and the employee is not granted
an option under such offering that
qualifies as an option granted under an
employee stock purchase plan, the of-
fering will not meet the requirements
of paragraph (e) of this section. Accord-
ingly, none of the options granted
under the offering will be eligible for
the special tax treatment of section
421.

(3) The option price may be stated ei-
ther as a percentage or as a dollar
amount. If the option price is stated as
a dollar amount, then the requirement
of this paragraph (g) can only be met
by a plan or offering in which the price
is fixed at not less than 85 percent of
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the fair market value of the stock at
the time the option is granted. If the
fixed price is less than 85 percent of the
fair market value of the stock at grant,
then the option cannot meet the re-
quirement of this paragraph (g) even if
a decline in the fair market value of
the stock results in such fixed price
being not less than 85 percent of the
fair market value of the stock at the
time the option is exercised, because
that result was not certain to occur
under the terms of the option.

(4) Examples. The following examples
illustrate the principles of this para-
graph (g):

Example 1. Corporation Z has an employee
stock purchase plan that provides that the
option price will be 85 percent of the fair
market value of the stock on the first day of
the offering (which is the date of grant in
this case), or 85 percent of the fair market
value of the stock at exercise, whichever
amount is the lesser. Upon the exercise of an
option issued under Z’s plan, Z agrees to ac-
cept an option price that is less than the
minimum amount allowable under the terms
of such plan. Notwithstanding that the op-
tion was issued under an employee stock
purchase plan, the transfer of stock pursuant
to the exercise of such option does not sat-
isfy the requirement of this paragraph (g)
and cannot qualify for the special tax treat-
ment of section 421.

Example 2. Corporation AA has an em-
ployee stock purchase plan that provides
that the option price is set at 85 percent of
the fair market value of AA stock at exer-
cise, but not less than $80 per share. On the
first day of the offering (which is the date of
grant in this case), the fair market value of
AA stock is $100 per share. The option satis-
fies the requirement of this paragraph (g),
and can qualify for the special tax treatment
of section 421.

Example 3. Assume the same facts as in Ex-
ample 2, except that the option price is set at
85 percent of the fair market value of AA
stock at exercise, but not more than $80 per
share. This option cannot satisfy the re-
quirement of this paragraph (g) irrespective
of whether, at the time the option is exer-
cised, 85 percent of the fair market value of
AA stock is $80 or less.

(h) Option period—(1) An employee
stock purchase plan or offering must,
by its terms, provide that options
granted under the plan cannot be exer-
cised after the expiration of 27 months
from the date of grant unless, under
the terms of the plan or offering, the
option price is not less than 85 percent
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of the fair market value of the stock at
the time of the exercise of the option.
If the option price is not less than 85
percent of the fair market value of the
stock at the time the option is exer-
cised, then the option period provided
under the plan must not exceed five
years from the date of grant. If the re-
quirements of this paragraph (h) are
not met by the terms of the plan or of-
fering, then options issued under such
plan or offering will not be treated as
options granted under an employee
stock purchase plan irrespective of
whether the options, by their terms,
are exercisable beyond the period al-
lowable under this paragraph (h). An
option that provides that the option
price is not less than 85 percent of the
fair market value of the stock at exer-
cise may have an option period of 5
years irrespective of whether the fair
market value of the stock at exercise is
more or less than the fair market value
of the stock at grant. However, if the
option provides that the option price is
85 percent of the fair market value of
the stock at exercise, but not more
than some other fixed amount deter-
mined in accordance with the provi-
sions of paragraph (g) of this section,
then irrespective of the price paid on
exercise, the option period must not be
more than 27 months.

(2) Section 1.421-1(c) provides that,
for purposes of §§1.421-1 through 1.424-
1, the language ‘‘the date of the grant-
ing of the option” and the ‘‘time such
option is granted,” and similar phrases
refer to the date or time when the
granting corporation completes the
corporate action constituting an offer
of stock for sale to an individual under
the terms and conditions of a statutory
option. With respect to options granted
under an employee stock purchase
plan, the principles of §1.421-1(c) shall
be applied without regard to the re-
quirement that the minimum option
price must be fixed or determinable in
order for the corporate action consti-
tuting an offer of stock to be consid-
ered complete.

(3) The date of grant will be the first
day of an offering if the terms of an
employee stock purchase plan or offer-
ing designate a maximum number of
shares that may be purchased by each
employee during the offering. Simi-
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larly, the date of grant will be the first
day of an offering if the terms of the
plan or offering require the application
of a formula to establish, on the first
day of the offering, the maximum num-
ber of shares that may be purchased by
each employee during the offering. It is
not required that an employee stock
purchase plan or offering designate a
maximum number of shares that may
be purchased by each employee during
the offering or incorporate a formula
to establish a maximum number of
shares that may be purchased by each
employee during the offering. If the
maximum number of shares that can be
purchased under an option is not fixed
or determinable until the date the op-
tion is exercised, then the date of exer-
cise will be the date of grant of the op-
tion.

(4) Examples. The following examples
illustrate the principles of this para-
graph (h):

Example 1. (i) Corporation BB has an em-
ployee stock purchase plan that provides
that the option price will be the lesser of 85
percent of the fair market value of the stock
on the first day of an offering or 85 percent
of the fair market value of the stock on the
last day of the offering. Options are exer-
cised on the last day of the offering. One mil-
lion shares of BB stock are reserved for
issuance under the plan. The plan provides
that no employee may be permitted to pur-
chase stock under the plan at a rate that ex-
ceeds $25,000 in fair market value of the BB
stock (determined on the date of grant) for
each calendar year during which an option
granted to the employee is outstanding. The
terms of each option granted under an offer-
ing provide that a maximum of 500 shares
may be purchased by the option recipient
during the offering. Because the maximum
number of shares that can be purchased
under the option is fixed and determinable
on the first day of the offering, the date of
grant for the option is the first day of the of-
fering.

(ii) Assume the same facts as in paragraph
(i) of Example 1, except that BB’s plan ex-
cludes all employees who have been em-
ployed less than 18 months. The plan pro-
vides that employees who have not yet met
the minimum service requirements on the
first day of an offering will be granted an op-
tion on the date the 18-month service re-
quirement has been attained. With respect to
those employees who have been employed
less than 18 months on the first day of an of-
fering, the date of grant for the option is the
date the 18-month service requirement has
been attained.
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Example 2. Assume the same facts as in
paragraph (i) of Example 1, except that the
terms of each option granted do not provide
that a maximum of 500 shares may be pur-
chased by the option recipient during the of-
fering. Notwithstanding the fixed number of
shares reserved for issuance under the plan
and the $25,000 limitation set forth in the
plan, the maximum number of shares that
can be purchased under the option is not
fixed or determinable until the last day of
the offering when the option is exercised.
Therefore the date of grant for the option is
the last day of the offering when the option
is exercised.

Example 3. Corporation CC has an employee
stock purchase plan that provides that the
option price will be 85 percent of the fair
market value of the stock on the last day of
the offering. Options are exercised on the
last day of the offering. Each offering under
the plan begins on January 1 and ends on De-
cember 31 of the same calendar year. The
terms of each option granted under an offer-
ing provide that the maximum number of
shares that may be purchased by any em-
ployee during the offering equals $25,000 di-
vided by the fair market value of the stock
on the first day of the offering. The max-
imum number of shares that can be pur-
chased under the option is fixed and deter-
minable on the first day of the offering and
therefore the date of grant for the option is
the first day of the offering.

Example 4. Assume the same facts as in Ex-
ample 3 except that the terms of each option
granted under an offering provide that the
maximum number of shares that may be pur-
chased by any employee during the offering
equals 10 percent of the employee’s annual
salary (determined as of January 1 of the
year in which the offering commences) di-
vided by the fair market value of the stock
on the first day of the offering. The max-
imum number of shares that can be pur-
chased under the option is fixed and deter-
minable on the first day of the offering and
therefore the date of grant for the option is
the first day of the offering.

(i) Annual $25,000 Ilimitation—(1) An
employee stock purchase plan or offer-
ing must, by its terms, provide that no
employee may be permitted to pur-
chase stock under all the employee
stock purchase plans of the employer
corporation and its related corpora-
tions at a rate that exceeds $25,000 in
fair market value of the stock (deter-
mined at the time the option is grant-
ed) for each calendar year in which any
option granted to the employee is out-
standing at any time. In applying the
foregoing limitation—
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(i) The right to purchase stock under
an option accrues when the option (or
any portion thereof) first becomes ex-
ercisable during the calendar year;

(ii) The right to purchase stock under
an option accrues at the rate provided
in the option, but in no case may such
rate exceed $25,000 of fair market value
of such stock (determined at the time
such option is granted) for any one cal-
endar year; and

(iii) A right to purchase stock that
has accrued under one option granted
pursuant to the plan may not be car-
ried over to any other option.

(2) If an option is granted under an
employee stock purchase plan that sat-
isfies the requirement of this para-
graph (i), but the option gives the
optionee the right to buy stock in ex-
cess of the maximum rate allowable
under this paragraph (i), then no por-
tion of the option will be treated as
having been granted under an employee
stock purchase plan. Furthermore, if
the option was granted to an employee
entitled to the grant of an option under
the terms of the plan or offering, and
the employee is not granted an option
under the offering that qualifies as an
option granted under an employee
stock purchase plan, then the offering
will not meet the requirements of para-
graph (e) of this section. Accordingly,
none of the options granted under the
offering will be eligible for the special
tax treatment of section 421.

(3) The limitation of this paragraph
(i) applies only to options granted
under employee stock purchase plans
and does not limit the amount of stock
that an employee may purchase under
incentive stock options (as defined in
section 422(b)) or any other stock op-
tions except those to which section 423
applies. Stock purchased under options
to which section 423 does not apply will
not limit the amount that an employee
may purchase under an employee stock
purchase plan, except for purposes of
the 5-percent stock ownership provi-
sion of paragraph (d) of this section.

(4) Under the limitation of this para-
graph (i), an employee may purchase
up to $25,000 of stock (based on the fair
market value of the stock at the time
the option was granted) in each cal-
endar year during which an option
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granted to the employee under an em-
ployee stock purchase plan is out-
standing. Alternatively, an employee
may purchase more than $25,000 of
stock (based on the fair market value
of such stock at the time the option
was granted) in a calendar year, so
long as the total amount of stock that
the employee purchases does not ex-
ceed $25,000 in fair market value of the
stock (determined at the time the op-
tion was granted) for each calendar
year in which any option was out-
standing. If, in any calendar year, the
employee holds two or more out-
standing options granted under em-
ployee stock purchase plans of the em-
ployer corporation, or a related cor-
poration, then the employee’s pur-
chases of stock attributable to that
year under all options granted under
employee stock purchase plans must
not exceed $25,000 in fair market value
of the stock (determined at the time
the options were granted). Under an
employee stock purchase plan, an em-
ployee may not purchase stock in an-
ticipation that the option will be out-
standing in some future year. Thus, the
employee may purchase only the
amount of stock that does not exceed
the limitation of this paragraph (i) for
the year of the purchase and for pre-
ceding years during which the option
was outstanding. Thus, the amount of
stock that may be purchased under an
option depends on the number of years
in which the option is actually out-
standing. The amount of stock that
may be purchased under an employee
stock purchase plan may not be in-
creased by reason of the failure to
grant an option in an earlier year
under such plan, or by reason of the
failure to exercise an earlier option.
For example, if an option is granted to
an individual and expires without hav-
ing been exercised at all, then the fail-
ure to exercise the option does not in-
crease the amount of stock which such
individual may be permitted to pur-
chase under an option granted in a
year following the year of such expira-
tion. If an option granted under an em-
ployee stock purchase plan is out-
standing in more than one calendar
year, then stock purchased pursuant to
the exercise of such an option will be
applied first, to the extent allowable
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under this paragraph (i), against the
$25,000 limitation for the earliest year
in which the option was outstanding,
then, against the $25,000 limitation for
each succeeding year, in order.

(5) Examples. The following examples
illustrate the principles of this para-
graph (i):

Example 1. Assume that Corporation DD
maintains an employee stock purchase plan
and that Employee S is employed by DD. On
June 1, 2010, DD grants S an option under the
plan to purchase a total of 750 shares of DD
stock at $85 per share. On that date, the fair
market value of DD stock is $100 per share.
The option provides that it may be exercised
at any time but cannot be exercised after
May 31, 2012. Under this paragraph (i), the
option must not permit S to purchase more
than 250 shares of DD stock during the cal-
endar year 2010, because 250 shares are equal
to $25,000 in fair market value of DD stock
determined at the time of grant. During the
calendar year 2011, S may purchase under the
option an amount of DD stock equal to the
difference between $50,000 in fair market
value of DD stock (determined at the time
the option was granted) and the fair market
value of DD stock (determined at the time of
grant of the option) purchased during the
year 2010. During the calendar year 2012, S
may purchase an amount of DD stock equal
to the difference between $75,000 in fair mar-
ket value of the stock (determined at the
time of grant of the option) and the total
amount of the fair market value of the stock
(determined at the time of grant of the op-
tion) purchased under the option during the
calendar years 2010 and 2011. S may purchase
$25,000 of stock for the year 2010, and $25,000
of stock for the year 2012, although the op-
tion was outstanding for only a part of each
of such years. However, S may not be grant-
ed another option under an employee stock
purchase plan of DD or a related corporation
to purchase stock of DD or a related corpora-
tion during the calendar years 2010, 2011, and
2012, so long as the option granted June 1,
2010, is outstanding.

Example 2. Assume the same facts as in Ex-
ample 1, except that the option granted to S
in 2010 is terminated in 2011 without any part
of the option having been exercised, and that
subsequent to the termination and during
2011, S is granted another option under DD’s
employee stock purchase plan. Under that
option, S may be permitted to purchase
$25,000 of stock for 2011. The failure of S to
exercise the option granted to S in 2010, does
not increase the amount of stock that S may
be permitted to purchase under the option
granted to S in 2011.

Example 3. Assume the same facts as in Ex-
ample 1, except that, on May 31, 2012, S exer-
cised the option granted to S in 2010, and
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purchased 600 shares of DD stock. Five hun-
dred shares, the maximum amount of stock
that could have been purchased in 2011,
under the option, are treated as having been
purchased for the years 2010 and 2011. Only
100 shares of the stock are treated as having
been purchased for 2012. After S’s exercise of
the option on May 31, 2012, S is granted an-
other option under DD’s employee stock pur-
chase plan. S may be permitted under the
new option to purchase for 2012 stock having
a fair market value of no more than $15,000
at the time the new option is granted.

Example 4. Corporation EE maintains an
employee stock purchase plan and Employee
R is employed by EE. On August 1, 2010, EE
grants R an option under the plan to pur-
chase 150 shares of EE stock at $85 per share
during each of the calendar years 2010, 2011,
and 2012. On that date, the fair market value
of EE stock is $100 per share. The option pro-
vides that it may be exercised at any time
during years 2010, 2011, and 2012. Because this
option permits R to purchase only $15,000 of
EE’s stock for each year the option is out-
standing, R could be granted another option
by EE, or by a related corporation, in year
2010, permitting R to purchase an additional
$10,000 of stock during each of the calendar
years 2010, 2011, and 2012.

Example 5. Corporation FF maintains an
employee stock purchase plan and Employee
Q is employed by FF. On September 1, 2010,
FF grants Q an option under the plan that
will be automatically exercised on August 31,
2011, and August 31, 2012. The terms of the
option provide that no more than 150 shares
may be purchased on each date that the op-
tion is automatically exercised. On August
31, 2011, Q may purchase under the option an
amount of FF stock equal to $50,000 in fair
market value of FF stock (determined at the
time the option was granted). On August 31,
2012, Q may purchase under the option an
amount of FF stock equal to the difference
between $75,000 in fair market value of FF
stock (determined at the time the option was
granted) and the fair market value of FF
stock (determined at the time of grant of the
option) purchased during year 2011.

(j) Restriction on transferability. An
employee stock purchase plan or offer-
ing must, by its terms, provide that op-
tions granted under the plan are not
transferable by the optionee other than
by will or the laws of descent and dis-
tribution, and must be exercisable, dur-
ing the optionee’s lifetime, only by the
optionee. For general rules relating to
the restriction on transferability re-
quired by this paragraph (j), see §1.421-
1(b)(2). For a limited exception to the
requirement of this paragraph (j), see
section 424(h)(3).
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(k) Special rule where option price is
between 85 percent and 100 percent of
value of stock—(1)(i) If all the condi-
tions necessary for the application of
section 421(a) exist, this paragraph (k)
provides additional rules that are ap-
plicable in cases where, at the time the
option is granted, the option price per
share is less than 100 percent (but not
less than 85 percent) of the fair market
value of the share. In that case, upon
the disposition of the share by the em-
ployee after the expiration of the two-
year and the one-year holding periods,
or upon the employee’s death while
owning the share (whether occurring
before or after the expiration of such
periods), there shall be included in the
employee’s gross income as compensa-
tion (and not as gain upon the sale or
exchange of a capital asset) the lesser
of—

(A) The amount, if any, by which the
price paid under the option was exceed-
ed by the fair market value of the
share at the time the option was grant-
ed, or

(B) The amount, if any, by which the
price paid under the option was exceed-
ed by the fair market value of the
share at the time of such disposition or
death.

(ii) For purposes of applying the rules
of this paragraph (k), if the option
price is not fixed or determinable at
the time the option is granted, the op-
tion price will be computed as if the
option had been exercised at such time.
The amount of compensation resulting
from the application of this paragraph
(k) shall be included in the employee’s
gross income for the taxable year in
which the disposition occurs, or for the
taxable year closing with the employ-
ee’s death, whichever event results in
the application of this paragraph (k).

(iii) The application of the special
rules provided in this paragraph (k)
shall not affect the rules provided in
section 421(a) with respect to the em-
ployee exercising the option, the em-
ployer corporation, or a related cor-
poration. Thus, notwithstanding the
inclusion of an amount as compensa-
tion in the gross income of an em-
ployee, as provided in this paragraph
(k), no income results to the employee
at the time the stock is transferred to
the employee, and no deduction under
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section 162 is allowable at any time to
the employer corporation or a related
corporation with respect to such
amount.

(iv) If, during the employee’s life-
time, the employee exercises an option
granted under an employee stock pur-
chase plan, but the employee dies be-
fore the stock is transferred to the em-
ployee pursuant to the exercise of the
option, then for the purpose of sections
421 and 423, on the employee’s death,
the stock is deemed to be transferred
immediately to the employee, and im-
mediately thereafter, the employee is
deemed to have transferred the stock
to the employee’s executor, adminis-
trator, trustee, beneficiary by oper-
ation of law, heir, or legatee, as the
case may be.

(2) If the special rules provided in
this paragraph (K) are applicable to the
disposition of a share of stock by an
employee, then the basis of the share
in the employee’s hands at the time of
the disposition, determined under sec-
tion 1011, shall be increased by an
amount equal to the amount includible
as compensation in the employee’s
gross income under this paragraph (k).
However, the basis of a share of stock
acquired after the death of an em-
ployee by the exercise of an option
granted to the employee under an em-
ployee stock purchase plan shall be de-
termined in accordance with the rules
of section 421(c) and §1.421-2(c). If the
special rules provided in this paragraph
(k) are applicable to a share of stock
upon the death of an employee, then
the basis of the share in the hands of
the estate or the person receiving the
stock by bequest or inheritance shall
be determined under section 1014, and
shall not be increased by reason of the
inclusion upon the decedent’s death of
any amount in the decedent’s gross in-
come under this paragraph (k). See Ex-
ample (9) of this paragraph (k) with re-
spect to the determination of basis of
the share in the hands of a surviving
joint owner.

(3) Examples. The following examples
illustrate the principles of this para-
graph (k):

Example 1. On June 1, 2010, Corporation GG
grants to Employee P, an employee of GG,
an option under GG’s employee stock pur-
chase plan to purchase a share of GG stock
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for $85. The fair market value of GG stock on
such date is $100 per share. On June 1, 2011,
P exercises the option and on that date GG
transfers the share of stock to P. On January
1, 2013, P sells the share for $150, its fair mar-
ket value on that date. P’s income tax re-
turn is filed on the basis of the calendar
year. The income tax consequences to P and
GG are as follows—

(i) Compensation in the amount of $15 is
includible in P’s gross income for the year
2013, the year of the disposition of the share.
The $15 represents the difference between the
option price ($85) and the fair market value
of the share on the date the option was
granted ($100), because the value is less than
the fair market value of the share on the
date of disposition ($150). For the purpose of
computing P’s gain or loss on the sale of the
share, P’s cost basis of $85 is increased by
$15, the amount includible in P’s gross in-
come as compensation. Thus, P’s basis for
the share is $100. Because the share was sold
for $150, P realizes a gain of $50, which is
treated as long-term capital gain; and

(ii) GG is not entitled to any deduction
under section 162 at any time with respect to
the share transferred to P.

Example 2. Assume the same facts as in Ex-
ample 1, except that P sells the share of GG
stock on January 1, 2014, for $75, its fair mar-
ket value on that date. Because $75 is less
than the option price ($85), no amount in re-
spect of the sale is includible as compensa-
tion in P’s gross income for the year 2014. P’s
basis for determining gain or loss on the sale
is $85. Because P sold the share for $75, P re-
alized a loss of $10 on the sale that is treated
as a long-term capital loss.

Example 3. Assume the same facts as in Ex-
ample 1, except that the option provides that
the option price shall be 90 percent of the
fair market value of the stock on the day the
option is exercised. On June 1, 2011, when the
option is exercised, the fair market value of
the stock is $120 per share so that P pays $108
for the share of the stock. Compensation in
the amount of $10 is includible in P’s gross
income for the year 2013, the year of the dis-
position of the share. This is determined in
the following manner: The excess of the fair
market value of the stock at the time of the
disposition ($150) over the price paid for the
share ($108) is $42; and the excess of the fair
market value of the stock at the time the
option was granted ($100) over the option
price, computed as if the option had been ex-
ercised at such time ($90), is $10. Accord-
ingly, $10, the lesser, is includible in gross
income. In this situation, P’s cost basis of
$108 is increased by $10, the amount includ-
ible in P’s gross income as compensation.
Thus, P’s basis for the share is $118. Because
the share was sold for $150, P realizes a gain
of $32 that is treated as long-term capital
gain.
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Example 4. Assume the same facts as in Ex-
ample 1, except that the option provides that
the option price shall be the lesser of 95 per-
cent of the fair market value of the stock on
the first day of the offering period and 95
percent of the fair market value of the stock
on the day the option is exercised. On June
1, 2011, when the option is exercised, the fair
market value of the stock is $120 per share.
P pays $95 for the share of the stock. Com-
pensation in the amount of $5 is includible in
P’s gross income for the year 2013, the year
of the disposition of the share. This is deter-
mined in the following manner: The excess of
the fair market value of the stock at the
time of the disposition ($150) over the price
paid for the share ($95) is $565; and the excess
of the fair market value of the stock at the
time the option was granted ($100) over the
option price, computed as if the option had
been exercised at such time ($95), is $5. Ac-
cordingly, $5, the lesser, is includible in
gross income. In this situation, P’s cost basis
of $95 is increased by $5, the amount includ-
ible in P’s gross income as compensation.
Thus, P’s basis for the share is $100. Because
the share was sold for $150, P realizes a gain
of $50 that is treated as long-term capital
gain.

Example 5. Assume the same facts as in Ex-
ample 1, except that instead of selling the
share on January 1, 2013, P makes a gift of
the share on that day. In that case $15 is in-
cludible as compensation in P’s gross income
for 2013. P’s cost basis of $85 is increased by
$15, the amount includible in P’s gross in-
come as compensation. Thus, P’s basis for
the share is $100, which becomes the donee’s
basis, as of the time of the gift, for deter-
mining gain or loss.

Example 6. Assume the same facts as in Ex-
ample 2, except that instead of selling the
share on January 1, 2014, P makes a gift of
the share on that date. Because the fair mar-
ket value of the share on that day ($75) is
less than the option price ($85), no amount in
respect of the disposition by way of gift is in-
cludible as compensation in P’s gross income
for 2014. P’s basis for the share is $85, which
becomes the donee’s basis, as of the time of
the gift, for the purpose of determining gain.
The donee’s basis for the purpose of deter-
mining loss, determined wunder section
1015(a), is $75 (fair market value of the share
at the date of gift).

Example 7. Assume the same facts as in Ex-
ample 1, except that after acquiring the share
of stock on June 1, 2011, P dies on August 1,
2012, at which time the share has a fair mar-
ket value of $150. Compensation in the
amount of $15 is includible in P’s gross in-
come for the taxable year closing with P’s
death, $15 being the difference between the
option price ($85) and the fair market value
of the share when the option was granted
($100), because such value is less than the
fair market value at date of death ($150). The

§1.423-2

basis of the share in the hands of P’s estate
is determined under section 1014 without re-
gard to the $15 includible in the decedent’s
gross income.

Example 8. Assume the same facts as in Ex-
ample 7, except that P dies on August 1, 2011,
at which time the share has a fair market
value of $150. Although P’s death occurred
within one year after the transfer of the
share to P, the income tax consequences are
the same as in Example 7.

Example 9. Assume the same facts as in Ex-
ample 1, except that the share of stock was
issued in the names of P and P’s spouse
jointly with right of survivorship, and that P
and P’s spouse sold the share on June 15,
2012, for $150, its fair market value on that
date. Compensation in the amount of $15 is
includible in P’s gross income for the year
2012, the year of the disposition of the share.
The basis of the share in the hands of P and
P’s spouse for the purpose of determining
gain or loss on the sale is $100, that is, the
cost of $85 increased by the amount of $15 in-
cludible as compensation in P’s gross in-
come. The gain of $50 on the sale is treated
as long-term capital gain, and is divided
equally between P and P’s spouse.

Example 10. Assume the same facts as in
Example 1, except that the share of stock was
issued in the names of P and P’s spouse
jointly with right of survivorship, and that P
predeceased P’s spouse on August 1, 2012, at
which time the share had a fair market value
of $150. Compensation in the amount of $15 is
includible in P’s gross income for the taxable
year closing with his death. See Example 7.
The basis of the share in the hands of P’s
spouse as survivor is determined under sec-
tion 1014 without regard to the $15 includible
in the decedent’s gross income.

Example 11. Assume the same facts as in
Example 10, except that P’s spouse pre-
deceased P on July 1, 2012. Section 423(c)
does not apply in respect of the death of P’s
spouse. Upon the subsequent death of P on
August 1, 2012, the income tax consequences
in respect of P’s taxable year closing with
the date of P’s death, and in respect of the
basis of the share in the hands of P’s estate,
are the same as in Example 7. If P had sold
the share on July 15, 2012 (after the death of
P’s spouse), for $150, its fair market value at
that time, the income tax consequences
would be the same as in Example 1.

(1) Effective/applicability date. The reg-
ulations under this section are effec-
tive on November 17, 2009. The regula-
tions under this section apply to op-
tions granted under an employee stock
purchase plan on or after January 1,
2010.

[T.D. 9471, 74 FR 59078, Nov. 17, 2009; 74 FR
67973, Dec. 22, 2009]
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§1.424-1 Definitions and special rules
applicable to statutory options.

(a) Substitutions and assumptions of
options—(1) In general. (i) This para-
graph (a) provides rules under which an
eligible corporation (as defined in para-
graph (a)(2) of this section) may, by
reason of a corporate transaction (as de-
fined in paragraph (a)(3) of this sec-
tion), substitute a new statutory op-
tion (new option) for an outstanding
statutory option (old option) or assume
an old option without such substi-
tution or assumption being considered
a modification of the old option. For
the definition of modification, see para-
graph (e) of this section.

(ii) For purposes of §§1.421-1 through
1.424-1, the phrase ‘‘substituting or as-
suming a stock option in a transaction
to which section 424 applies,” ‘‘sub-
stituting or assuming a stock option in
a transaction to which §1.424-1(a) ap-
plies,” and similar phrases means a
substitution of a new option for an old
option or an assumption of an old op-
tion that meets the requirements of
this paragraph (a). For a substitution
or assumption to qualify under this
paragraph (a), the substitution or as-
sumption must meet all of the require-
ments described in paragraphs (a)4)
and (a)(b) of this section.

(2) Eligible corporation. For purposes
of this paragraph (a), the term eligible
corporation means a corporation that is
the employer of the optionee or a re-
lated corporation of such corporation.
For purposes of this paragraph (a), the
determination of whether a corpora-
tion is the employer of the optionee or
a related corporation of such corpora-
tion is based upon all of the relevant
facts and circumstances existing im-
mediately after the corporate trans-
action. See §1.421-1(h) for rules con-
cerning the employment relationship.

(3) Corporate transaction. For purposes
of this paragraph (a), the term cor-
porate transaction includes—

(i) A corporate merger, consolidation,
acquisition of property or stock, sepa-
ration, reorganization, or liquidation;

(ii) A distribution (excluding an ordi-
nary dividend or a stock split or stock
dividend described in §1.424-1(e)(4)(V))
or change in the terms or number of
outstanding shares of such corporation;
and
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(iii) Such other corporate events pre-
scribed by the Commissioner in pub-
lished guidance.

(4) By reason of. (i) For a change in an
option or issuance of a new option to
qualify as a substitution or assumption
under this paragraph (a), the change
must be made by an eligible corporation
(as defined in paragraph (a)(2) of this
section) and occur by reason of a cor-
porate transaction (as defined in para-
graph (a)(3) of this section).

(ii) Generally, a change in an option
or issuance of a new option is consid-
ered to be by reason of a corporate
transaction, unless the relevant facts
and circumstances demonstrate that
such change or issuance is made for
reasons unrelated to such corporate
transaction. For example, a change in
an option or issuance of a new option
will be considered to be made for rea-
sons unrelated to a corporate trans-
action if there is an unreasonable delay
between the corporate transaction and
such change in the option or issuance
of a new option, or if the corporate
transaction serves no substantial cor-
porate business purpose independent of
the change in options. Similarly, a
change in the number or price of shares
purchasable under an option merely to
reflect market fluctuations in the price
of the stock purchasable under an op-
tion is not by reason of a corporate
transaction.

(iii) A change in an option or
issuance of a new option is by reason of
a distribution or change in the terms
or number of the outstanding shares of
a corporation (as described in para-
graph (a)(3)(ii) of this section) only if
the option as changed, or the new op-
tion issued, is an option on the same
stock as under the old option (or if
such class of stock is eliminated in the
change in capital structure, on other
stock of the same corporation).

(5) Other requirements. For a change
in an option or issuance of a new op-
tion to qualify as a substitution or as-
sumption under this paragraph (a), all
of the requirements described in this
paragraph (a)(5) must be met.

(i) In the case of an issuance of a new
option (or a portion thereof) in ex-
change for an old option (or portion
thereof), the optionee’s rights under
the old option (or portion thereof)
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must be canceled, and the optionee
must lose all rights under the old op-
tion (or portion thereof). There cannot
be a substitution of a new option for an
old option within the meaning of this
paragraph (a) if the optionee may exer-
cise both the old option and the new
option. It is not necessary to have a
complete substitution of a new option
for the old option. However, any por-
tion of such option which is not sub-
stituted or assumed in a transaction to
which this paragraph (a) applies is an
outstanding option to purchase stock
or, to the extent paragraph (e) of this
section applies, a modified option.

(ii) The excess of the aggregate fair
market value of the shares subject to
the new or assumed option imme-
diately after the change in the option
or issuance of a new option over the ag-
gregate option price of such shares
must not exceed the excess of the ag-
gregate fair market value of all shares
subject to the old option (or portion
thereof) immediately before the change
in the option or issuance of a new op-
tion over the aggregate option price of
such shares.

(iii) On a share by share comparison,
the ratio of the option price to the fair
market value of the shares subject to
the option immediately after the
change in the option or issuance of a
new option must not be more favorable
to the optionee than the ratio of the
option price to the fair market value of
the stock subject to the old option (or
portion thereof) immediately before
the change in the option or issuance of
a new option. The number of shares
subject to the new or assumed option
may be adjusted to compensate for any
change in the aggregate spread be-
tween the aggregate option price and
the aggregate fair market value of the
shares subject to the option imme-
diately after the change in the option
or issuance of the new option as com-
pared to the aggregate spread between
the option price and the aggregate fair
market value of the shares subject to
the option immediately before the
change in the option or issuance of the
new option.

(iv) The new or assumed option must
contain all terms of the old option, ex-
cept to the extent such terms are ren-
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dered inoperative by reason of the cor-
porate transaction.

(v) The new option or assumed option
must not give the optionee additional
benefits that the optionee did not have
under the old option.

(6) Obligation to substitute or assume
not necessary. For a change in the op-
tion or issuance of a new option to
meet the requirements of this para-
graph (a), it is not necessary to show
that the corporation changing an op-
tion or issuing a new option is under
any obligation to do so. In fact, this
paragraph (a) may apply even when the
option that is being replaced or as-
sumed expressly provides that it will
terminate upon the occurrence of cer-
tain corporate transactions. However,
this paragraph (a) cannot be applied to
revive a statutory option which, for
reasons not related to the corporate
transaction, expires before it can prop-
erly be replaced or assumed under this
paragraph (a).

() Issuance of stock without meeting
the requirements of this paragraph (a). A
change in the terms of an option re-
sulting in a modification of such option
occurs if an optionee’s new employer
(or a related corporation of the new
employer) issues its stock (or stock of
a related corporation) upon exercise of
such option without satisfying all of
the requirements described in para-
graphs (a)(4) and (5) of this section.

(8) Date of grant. For purposes of ap-
plying the rules of this paragraph (a), a
substitution or assumption is consid-
ered to occur on the date that the
optionee would, but for this paragraph
(a), be considered to have been granted
the option that the eligible corporation
is substituting or assuming. A substi-
tution or an assumption that occurs by
reason of a corporate transaction may
occur before or after the corporate
transaction.

(9) Any reasonable methods may be
used to determine the fair market
value of the stock subject to the option
immediately before the assumption or
substitution and the fair market value
of the stock subject to the option im-
mediately after the assumption or sub-
stitution. Such methods include the
valuation methods described in
§20.2031-2 of this chapter (the Estate
Tax Regulations). In the case of stock
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listed on a stock exchange, the fair
market value may be based on the last
sale before and the first sale after the
assumption or substitution if such
sales clearly reflect the fair market
value of the stock, or may be based
upon an average selling price during a
longer period, such as the day or week
before, and the day or week after, the
assumption or substitution. If the
stocks are not listed, or if they are
newly issued, it will be reasonable to
base the determination on experience
over even longer periods. In the case of
a merger, consolidation, or other reor-
ganization which is arrived at by
arm’s-length negotiations, the fair
market value of the stocks subject to
the option before and after the assump-
tion or substitution may be based upon
the values assigned to the stock for
purposes of the reorganization. For ex-
ample, if in the case of a merger the
parties treat each share of the merged
company as being equal in value to a
share of the surviving company, it will
be reasonable to assume that the
stocks are of equal value so that the
substituted option may permit the em-
ployee to purchase at the same price
one share of the surviving company for
each share he could have purchased of
the merged company.

(10) Examples. The principles of this
paragraph (a) are illustrated by the fol-
lowing examples:

Example 1. Eligible corporation. X Corpora-
tion acquires a new subsidiary, Y Corpora-
tion, and transfers some of its employees to
Y. Y Corporation wishes to grant to its new
employees and to the employees of X Cor-
poration new options for Y shares in ex-
change for old options for X shares that were
previously granted by X Corporation. Be-
cause Y Corporation is an employer with re-
spect to its own employees and a related cor-
poration of X Corporation, Y Corporation is
an eligible corporation under paragraph
(a)(2) of this section with respect to both the
employees of X and Y Corporations.

Example 2. Corporate transaction. (i) On Jan-
uary 1, 2004, Z Corporation grants E, an em-
ployee of Z, an option to acquire 100 shares
of Z common stock. At the time of grant, the
fair market value of Z common stock is $200
per share. E’s option price is $200 per share.
On July 1, 2005, when the fair market value
of Z common stock is $400, Z declares a stock
dividend of preferred stock distributed on
common stock that causes the fair market
value of Z common stock to decrease to $200
per share. On the same day, Z grants to E a

26 CFR Ch. | (4-1-11 Edition)

new option to acquire 200 shares of Z com-
mon stock in exchange for E’s old option.
The new option has an exercise price of $100
per share.

(ii) A stock dividend other than that de-
scribed in §1.424-1(e)(4)(v) is a corporate
transaction under paragraph (a)(3)(ii) of this
section. Generally, the issuance of a new op-
tion is considered to be by reason of a cor-
porate transaction. None of the facts in this
Example 2 indicate that the new option is not
issued by reason of the stock dividend. In ad-
dition, the new option is issued on the same
stock as the old option. Thus, the substi-
tution occurs by reason of the corporate
transaction. Assuming the other require-
ments of this section are met, the issuance
of the new option is a substitution that
meets the requirements of this paragraph (a)
and is not a modification of the option.

(iii) Assume the same facts as in paragraph
(i) of this Example 2. Assume further that on
December 1, 2005, Z declares an ordinary cash
dividend. On the same day, Z grants E a new
option to acquire Z stock in substitution for
E’s old option. Under paragraph (a)(3)(ii) of
this section, an ordinary cash dividend is not
a corporate transaction. Thus, the exchange
of the new option for the old option does not
meet the requirements of this paragraph (a)
and is a modification of the option.

Example 3. Corporate transaction. On March
15, 2004, A Corporation grants E, an employee
of A, an option to acquire 100 shares of A
stock at $560 per share, the fair market value
of A stock on the date of grant. On May 2,
2005, A Corporation transfers several employ-
ees, including E, to B Corporation, a related
corporation. B Corporation arranges to pur-
chase some assets from A on the same day as
E’s transfer to B. Such purchase is without a
substantial business purpose independent of
making the exchange of E’s old options for
the new options appear to be by reason of a
corporate transaction. The following day, B
Corporation grants to E, one of its new em-
ployees, an option to acquire shares of B
stock in exchange for the old option held by
E to acquire A stock. Under paragraph
(a)(3)(i) of this section, the purchase of assets
is a corporate transaction. Generally, the
substitution of an option is considered to
occur by reason of a corporate transaction.
However, in this case, the relevant facts and
circumstances demonstrate that the
issuance of the new option in exchange for
the old option occurred by reason of the
change in E’s employer rather than a cor-
porate transaction and that the sale of as-
sets is without a substantial corporate busi-
ness purpose independent of the change in
the options. Thus, the exchange of the new
option for the old option is not by reason of
a corporate transaction that meets the re-
quirements of this paragraph (a) and is a
modification of the old option.
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Example 4. Corporate transaction. (i) E, an
employee of Corporation A, holds an option
to acquire 100 shares of Corporation A stock.
On September 1, 2006, Corporation A has one
class of stock outstanding and declares a
stock dividend of one share of common stock
for each outstanding share of common stock.
The rights associated with the common
stock issued as a dividend are the same as
the rights under existing shares of stock. In
connection with the stock dividend, E’s op-
tion is exchanged for an option to acquire 200
shares of Corporation A stock. The per-share
exercise price is equal to one half of the per-
share exercise price of the original option.
The stock dividend merely changes the num-
ber of shares of Corporation A outstanding
and effects no other change to the stock of
Corporation A. The option is proportionally
adjusted and the aggregate exercise price re-
mains the same and therefore satisfies the
requirements described in §1.424-1(e)(4)(V).

(ii) The stock dividend is not a corporate
transaction under paragraph (a)(3) of this
section, and the declaration of the stock div-
idend is not a modification of the old option
under paragraph (a) of this section. Pursuant
to §1.424-1(e)(4)(v), the exercise price of the
old option may be adjusted proportionally
with the change in the number of out-
standing shares of Corporation A such that
the ratio of the aggregate exercise price of
the option to the number of shares covered
by the option is the same both before and
after the stock dividend. The adjustment of
E’s option is not treated as a modification of
the option.

Example 5. Additional benefit. On June 1,
2004, P Corporation acquires 100 percent of
the shares of S Corporation and issues a new
option to purchase P shares in exchange for
an old option to purchase S shares that is
held by E, an employee of S. On the date of
the exchange, E’s old option is exercisable
for 3 more years, and, after the exchange, E’s
new option is exercisable for 5 years. Because
the new option is exercisable for an addi-
tional period of time beyond the time al-
lowed under the old option, the effect of the
exchange of the new option for the old option
is to give E an additional benefit that E did
not enjoy under the old option. Thus, the re-
quirements of paragraph (a)(5) of this section
are not met, and this paragraph (a) does not
apply to the exchange of the new option for
the old option. Therefore, the exchange is a
modification of the old options.

Example 6. Spread and ratio tests. E is an
employee of S Corporation. E holds an old
option that was granted to E by S to pur-
chase 60 shares of S at $12 per share. On June
1, 2005, S Corporation is merged into P Cor-
poration, and on such date P issues a new op-
tion to purchase P shares in exchange for E’s
old option to purchase S shares. Immediately
before the exchange, the fair market value of
an S share is $32; immediately after the ex-
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change, the fair market value of a P share is
$24. The new option entitles E to buy P
shares at $9 per share. Because, on a share-
by-share comparison, the ratio of the new
option price ($9 per share) to the fair market
value of a P share immediately after the ex-
change ($24 per share) is not more favorable
to E than the ratio of the old option price
($12 per share) to the fair market value of an
S share immediately before the exchange
(832 per share) (%a = 12%42), the requirements
of paragraph (a)(b)(iii) of this section are
met. The number of shares subject to E’s op-
tion to purchase P stock is set at 80. Because
the excess of the aggregate fair market value
over the aggregate option price of the shares
subject to E’s new option to purchase P
stock, $1,200 (80 x $24 minus 80 x $9), is not
greater than the excess of the aggregate fair
market value over the aggregate option price
of the shares subject to E’s old option to pur-
chase S stock, $1,200 (60 x $32 minus 60 x $12),
the requirements of paragraph (a)(5)(ii) of
this section are met.

Example 7. Ratio test and partial substitution.
Assume the same facts as in Erample 6, ex-
cept that the fair market value of an S share
immediately before the exchange of the new
option for the old option is $8, that the op-
tion price is $10 per share, and that the fair
market value of a P share immediately after
the exchange is $12. P sets the new option
price at $15 per share. Because, on a share-
by-share comparison, the ratio of the new
option price ($15 per share) to the fair mar-
ket value of a P share immediately after the
exchange ($12) is not more favorable to E
than the ratio of the old option price ($10 per
share) to the fair market value of an S share
immediately before the substitution ($8 per
share) (1%2 = 198), the requirements of para-
graph (a)(5)(iii) of this section are met. As-
sume further that the number of shares sub-
ject to E’s P option is set at 20, as compared
to 60 shares under E’s old option to buy S
stock. Immediately after the exchange, 2
shares of P are worth $24, which is what 3
shares of S were worth immediately before
the exchange (2 x $12 = 3 x $8). Thus, to
achieve a complete substitution of a new op-
tion for E’s old option, E would need to re-
ceive a new option to purchase 40 shares of P
(i.e., 2 shares of P for each 3 shares of S that
E could have purchased under the old option
(%3 = 19%0)). Because E’s new option is for only
20 shares of P, P has replaced only %2 of E’s
old option, and the other % is still out-
standing.

Example 8. Partial substitution. X Corpora-
tion forms a new corporation, Y Corporation,
by a transfer of certain assets and, in a spin-
off, distributes the shares of Y Corporation
to the stockholders of X Corporation. E, an
employee of X Corporation, is thereafter an
employee of Y. Y wishes to substitute a new
option to purchase some of its stock for E’s
old option to purchase 100 shares of X. E’s
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old option to purchase shares of X, at $50 a
share, was granted when the fair market
value of an X share was $50, and an X share
was worth $100 just before the distribution of
the Y shares to X’s stockholders. Imme-
diately after the spin-off, which is also the
time of the substitution, each share of X and
each share of Y is worth $50. Based on these
facts, a new option to purchase 200 shares of
Y at an option price of $25 per share could be
granted to E in complete substitution of E’s
old option. In the alternative, it would also
be permissible in connection with the spin
off, to grant E a new option to purchase 100
shares of Y, at an option price of $25 per
share, and for E to retain an option to pur-
chase 100 shares of X under the old option,
with the option price adjusted to $25. How-
ever, because X is no longer a related cor-
poration with respect to Y, E must exercise
the option for 100 shares of X within three
months from the date of the spin off for the
option to be treated as a statutory option.
See §1.421-1(h). It would also be permissible
to grant E a new option to purchase 100
shares of Y, at an option price of $25 per
share, in substitution for E’s right to pur-
chase 50 of the shares under the old option.

Example 9. Stockholder approval require-
ments. (i) X Corporation, a publicly traded
corporation, adopts an incentive stock op-
tion plan that meets the requirements of
§1.422-2. Under the plan, options to acquire X
stock are granted to X employees. X Cor-
poration is acquired by Y Corporation and
becomes a subsidiary corporation of Y Cor-
poration. After the acquisition, X employees
remain employees of X. In connection with
the acquisition, Y Corporation substitutes
new options to acquire Y stock for the old
options to acquire X stock previously grant-
ed to the employees of X. As a result of this
substitution, on exercise of the new options,
X employees receive Y Corporation stock.

(ii) Because the requirements of §1.422-2
were met on the date of grant, the substi-
tution of the new Y options for the old X op-
tions does not require new stockholder ap-
proval. If the other requirements of para-
graphs (a)(4) and (5) of this section are met,
the issuance of new options for Y stock in
exchange for the old options for X stock
meets the requirements of this paragraph (a)
and is not a modification of the old options.

(iii) Assume the same facts as in para-
graphs (i) and (ii) of this Example 9. Assume
further that as part of the acquisition, X
amends its plan to allow future grants under
the plan to be grants to acquire Y stock. Be-
cause the amendment of the plan to allow
options on a different stock is considered the
adoption of a new plan under §1.422-
2(b)(2)(iii), the stockholders of X (in this
case, Y) must approve the plan within 12
months before or after the date of the
amendment of the plan. If the stockholders
of X (in this case, Y) timely approve the
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plan, the future grants to acquire Y stock
will be incentive stock options (assuming
the other requirements of §1.422-2 have been
met).

Example 10. Modification. X Corporation
merges into Y Corporation. Y Corporation
retains employees of X who hold old options
to acquire X Corporation stock. When the
former employees of X exercise the old op-
tions, Y Corporation issues Y stock to the
former employees of X. Under paragraph
(a)(7) of this section, because Y issues its
stock on exercise of the old options for X
stock, there is a change in the terms of the
old options for X stock. Thus, the issuance of
Y stock on exercise of the old options is a
modification of the old options.

Example 11. Eligible corporation. (i) D Cor-
poration grants an option to acquire 100
shares of D Corporation stock to E, an em-
ployee of D Corporation. S Corporation is a
subsidiary of D Corporation. On March 1,
2005, D Corporation spins off S Corporation.
E remains an employee of D Corporation. In
connection with the spin off, D Corporation
substitutes a new option to acquire D Cor-
poration stock and a new option to acquire S
Corporation stock for the old option in a
manner that meets the requirements of para-
graph (a) of this section.

(ii) The substitution of the new option to
acquire S and D stock for the old option to
acquire D stock is not a modification of the
old option. However, because S is no longer
a related corporation with respect to D Cor-
poration, E must exercise the option for S
stock within three months from March 1,
2005, for the option to be treated as a statu-
tory option. See §1.421-1(h).

(iii) Assume the same facts as in paragraph
(i) of this Example 11 except that E’s employ-
ment with D Corporation is terminated on
February 20, 2005. The substitution of the
new option to acquire S and D stock for the
old option to acquire D stock is not a modi-
fication of the old option. However, because
the employment relationship between E and
D Corporation terminated on February 20,
2005, E must exercise the option for the D
and S stock within three months from Feb-
ruary 20, 2005, for the option to be treated as
a statutory option. See §1.421-1(h).

(b) Acquisition of new stock. (1) Sec-
tion 424(b) provides that the rules pro-
vided by sections 421 through 424 which
are applicable with respect to stock
transferred to an individual upon his
exercise of an option, shall likewise be
applicable with respect to stock ac-
quired by a distribution or an exchange
to which section 305, 354, 3565, 356, or
1036 (or so much of section 1031 as re-
lates to section 1036) applies. Stock so
acquired shall, for purposes of sections
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421 through 424, be considered as hav-
ing been transferred to the individual
upon his exercise of the option. A simi-
lar rule shall be applied in the case of
a series of such acquisitions. With re-
spect to such acquisitions, section
424(b) does not make inapplicable any
of the provisions of section 305, 354, 355,
356, or 1036 (or so much of section 1031
as relates to section 1036).

(2) The application of this paragraph
may be illustrated by the following ex-
ample:

Example. If, with respect to stock trans-
ferred pursuant to the timely exercise of a
statutory option, there is a distribution of
new stock to which section 305(a) is applica-
ble, and if there is a disposition of such new
stock before the expiration of the applicable
holding period required with respect to the
stock originally acquired pursuant to the ex-
ercise of such option, such disposition makes
section 421 inapplicable to the transfer of the
original stock pursuant to the exercise of the
option to the extent that the disposition ef-
fects a reduction of the individual’s total in-
terest in the old and new stock. However, if
the new stock, as well as the old stock, is not
disposed of before the expiration of the hold-
ing period required with respect to the origi-
nal stock acquired pursuant to the exercise
of the option, the special tax treatment pro-
vided by section 421 is applicable to both the
original shares and the shares acquired by
virtue of the distribution to which section
305(a) applies.

(c) Disposition of stock. (1) For pur-
poses of sections 421 through 424, the
term ‘‘disposition of stock’ includes a
sale, exchange, gift, or any transfer of
legal title, but does not include—

(i) A transfer from a decedent to his
estate or a transfer by bequest or in-
heritance; or

(ii) An exchange to which is applica-
ble section 354, 355, 356, or 1036 (or so
much of section 1031 as relates to sec-
tion 1036); or

(iii) A mere pledge or hypothecation.
However, a disposition of the stock
pursuant to a pledge or hypothecation
is a disposition by the individual, even
though the making of the pledge or
hypothecation is not such a disposi-
tion.

(iv) A transfer between spouses or in-
cident to divorce (described in section
1041(a)). The special tax treatment of
§1.421-2(a) with respect to the trans-
ferred stock applies to the transferee.
However, see §1.421-1(b)(2) for the
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treatment of the transfer of a statu-
tory option incident to divorce.

(2) A share of stock acquired by an
individual pursuant to the exercise of a
statutory option is not considered dis-
posed of by the individual if such share
is taken in the name of the individual
and another person jointly with right
of survivorship, or is subsequently
transferred into such joint ownership,
or is retransferred from such joint own-
ership to the sole ownership of the in-
dividual. However, any termination of
such joint ownership (other than a ter-
mination effected by the death of a
joint owner) is a disposition of such
share, except to the extent the indi-
vidual reacquires ownership of the
share. For example, if such individual
and his joint owner transfer such share
to another person, the individual has
made a disposition of such share. Like-
wise, if a share of stock held in the
joint names of such individual and an-
other person is transferred to the name
of such other person, there is a disposi-
tion of such share by the individual. If
an individual exercises a statutory op-
tion and a share of stock is transferred
to another or is transferred to such in-
dividual in his name as trustee for an-
other, the individual has made a dis-
position of such share. However, a ter-
mination of joint ownership resulting
from the death of one of the owners is
not a disposition of such share. For de-
termination of basis in the hands of the
survivor where joint ownership is ter-
minated by the death of one of the
owners, see section 1014.

(3) If an optionee exercises an incen-
tive stock option with statutory option
stock and the applicable holding period
requirements (under §1.422-1(a) or
§1.423-1(a)) with respect to such statu-
tory option stock are not met before
such transfer, then sections 354, 355,
356, or 1036 (or so much of 1031 as re-
lates to 1036) do not apply to determine
whether there is a disposition of those
shares. Therefore, there is a disposition
of the statutory option stock, and the
special tax treatment of §1.421-2(a)
does not apply to such stock.

(4) The application of this paragraph
may be illustrated by the following ex-
amples:

Example 1. On June 1, 2004, the X Corpora-
tion grants to E, an employee, a statutory
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option to purchase 100 shares of X Corpora-
tion stock at $100 per share, the fair market
value of X Corporation stock on that date.
On June 1, 2005, while employed by X Cor-
poration, E exercises the option in full and
pays X Corporation $10,000, and on that day
X Corporation transfers to E 100 shares of its
stock having a fair market value of $12,000.
Before June 1, 2006, E makes no disposition
of the 100 shares so purchased. E realizes no
income on June 1, 2005, with respect to the
transfer to him of the 100 shares of X Cor-
poration stock. X Corporation is not entitled
to any deduction at any time with respect to
its transfer to E of the stock. E’s basis for
such 100 shares is $10,000.

Example 2. Assume the same facts as in ex-
ample (1), except assume that on August 1,
2006, three years and two months after the
transfer of the shares to him, E sells the 100
shares of X Corporation stock for $13,000
which is the fair market value of the stock
on that date. For the taxable year in which
the sale occurs, E realizes a gain of $3,000
(813,000 minus E’s basis of $10,000), which is
treated as capital gain.

Example 3. Assume the same facts as in ex-
ample (2), except assume that on August 1,
2006, E makes a gift of the 100 shares of Y
Corporation stock to his son. Such disposi-
tion results in no realization of gain to E ei-
ther for the taxable year in which the option
is exercised or the taxable year in which the
gift is made. E’s basis of $10,000 becomes the
donee’s basis for determining gain or loss.

Example 4. Assume the same facts as in ex-
ample (1), except assume that on May 1, 2006,
E sells the 100 shares of X Corporation stock
for $13,000. The special rules of section 421(a)
are not applicable to the transfer of the
stock by X Corporation to E, because dis-
position of the stock was made by E within
two years from the date the options were
granted and within one year of the date that
the shares were transferred to him.

Example 5. Assume the same facts as in ex-
ample (1), except assume that E dies on Sep-
tember 1, 2005, owning the 100 shares of X
Corporation stock acquired by him pursuant
to his exercise on June 1, 2005, of the statu-
tory option. On the date of death, the fair
market value of the stock is $12,500. No in-
come is realized by E by reason of the trans-
fer of the 100 shares to his estate. If the
stock is valued as of the date of E’s death for
estate tax purposes, the basis of the 100
shares in the hands of the executor is $12,500.

Example 6. Assume the same facts as in ex-
ample (1), except assume that on June 1,
2005, when the option is exercised by E the
100 shares are transferred by X to E and his
wife W, as joint owners with right of survi-
vorship, and that E dies on July 1, 2005. Nei-
ther the transfer into joint ownership nor
the termination of such joint ownership by
E’s death is a disposition. Because E has
made no disqualifying disposition of the
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shares, section 421(a) is applicable and E re-
alizes no compensation income at death with
respect to the shares even though he held the
stock less than 2 years after the transfer of
the shares to him pursuant to his exercise of
the option. See §1.421-2(b)(2).

Example 7. On January 1, 2004, X Corpora-
tion grants to E, an employee of X Corpora-
tion, an incentive stock option to purchase
100 shares of X Corporation stock at $100 per
share (the fair market value of an X Corpora-
tion share on that date). On January 1, 2005,
when the fair market value of a share of X
Corporation stock is $200, E exercises half of
the option, pays X Corporation $5,000 in cash,
and is transferred 50 shares of X Corporation
stock with an aggregate fair market value of
$10,000. E makes no disposition of the shares
before January 2, 2006. Under §1.421-2(a), no
income is recognized by E on the transfer of
shares pursuant to the exercise of the incen-
tive stock option, and X Corporation is not
entitled to any deduction at any time with
respect to its transfer of the shares to E. E’s
basis in the shares is $5,000.

Example 8. Assume the same facts as in Ex-
ample 7, except that on December 1, 2005, one
yvear and 11 months after the grant of the op-
tion and 11 months after the transfer of the
50 shares to E, E uses 25 of those shares, with
a fair market value of $5,000, to pay for the
remaining 50 shares purchasable under the
option. On that day, X Corporation transfers
50 of its shares, with an aggregate fair mar-
ket value of $10,000, to E. Because E disposed
of the 25 shares before the expiration of the
applicable holding periods, §1.421-2(a) does
not apply to the January 1, 2005, transfer of
the 25 shares used by E to exercise the re-
mainder of the option. As a result of the dis-
qualifying disposition of the 25 shares, E rec-
ognizes compensation income under the rules
of §1.421-2(b).

Example 9. On January 1, 2005, X Corpora-
tion grants an incentive stock option to E,
an employee of X Corporation. The exercise
price of the option is $10 per share. On June
1, 2005, when the fair market value of an X
Corporation share is $20, E exercises the op-
tion and purchases 5 shares with an aggre-
gate fair market value of $100. On January 1,
2006, when the fair market value of an X Cor-
poration share is $50, X Corporation is ac-
quired by Y Corporation in a section
368(a)(1)(A) reorganization. As part of the ac-
quisition, all X Corporation shares are con-
verted into Y Corporation shares. After the
conversion, if an optionee holds a fractional
share of Y Corporation stock, Y Corporation
will purchase the fractional share for cash
equal to its fair market value. After apply-
ing the conversion formula to the shares
held by E, E has 10 %2 Y Corporation shares.
Y Corporation purchases E’s one-half share
for $25, the fair market value of one-half of
a Y Corporation share on the conversion
date. Because E sells the one-half share prior
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to expiration of the holding periods de-
scribed in §1.422-1(a), the sale is a disquali-
fying disposition of the one-half share. Thus,
in 2006, E must recognize compensation in-
come of $5 (one-half of the fair market value
of an X Corporation share on the date of ex-
ercise of the option, or $10, less one-half of
the exercise price per share, or $5). For pur-
poses of computing any additional gain, E’s
basis in the one-half share increases to $10
(reflecting the $5 included in income as com-
pensation). E recognizes an additional gain
of $15 ($25, the fair market value of the one-
half share, less $10, the basis in such share).
The extent to which the additional $15 of
gain is treated as a redemption of Y Corpora-
tion stock is determined under section 302.

(d) Attribution of stock ownership. To
determine the amount of stock owned
by an individual for purposes of apply-
ing the percentage limitations relating
to certain stockholders described in
§§1.422-2(f) and 1.423-2(d), shares of the
employer corporation or of a related
corporation that are owned (directly or
indirectly) by or for the individual’s
brothers and sisters (whether by the
whole or half blood), spouse, ancestors,
and lineal descendants, are considered
to be owned by the individual. Also, for
such purposes, if a domestic or foreign
corporation, partnership, estate, or
trust owns (directly or indirectly)
shares of the employer corporation or
of a related corporation, the shares are
considered to be owned proportionately
by or for the stockholders, partners, or
beneficiaries of the corporation, part-
nership, estate, or trust. The extent to
which stock held by the optionee as a
trustee of a voting trust is considered
owned by the optionee is determined
under all of the facts and cir-
cumstances.

(e) Modification, extension, or renewal
of option. (1) This paragraph (e) pro-
vides rules for determining whether a
share of stock transferred to an indi-
vidual upon the individual’s exercise of
an option after the terms of the option
have been changed is transferred pursu-
ant to the exercise of a statutory op-
tion.

(2) Any modification, extension, or
renewal of the terms of an option to
purchase shares is considered the
granting of a new option. The new op-
tion may or may not be a statutory op-
tion. To determine the date of grant of
the new option for purposes of section
422 or 423, see §1.421-1(c).
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(3) If section 423(c) applies to an op-
tion then, in case of a modification, ex-
tension, or renewal of an option, the
highest of the following values shall be
considered to be the fair market value
of the stock at the time of the granting
of such option for purposes of applying
the rules of sections 423(b)(6)—

(i) The fair market value on the date
of the original granting of the option,

(ii) The fair market value on the date
of the making of such modification, ex-
tension, or renewal, or

(iii) The fair market value at the
time of the making of any intervening
modification, extension, or renewal.

(4)(i) For purposes of §§1.421-1
through 1.424-1 the term modification
means any change in the terms of the
option (or change in the terms of the
plan pursuant to which the option was
granted or in the terms of any other
agreement governing the arrangement)
that gives the optionee additional ben-
efits under the option regardless of
whether the optionee in fact benefits
from the change in terms. In contrast,
for example, a change in the terms of
the option shortening the period during
which the option is exercisable is not a
modification. However, a change pro-
viding an extension of the period dur-
ing which an option may be exercised
(such as after termination of employ-
ment) or a change providing an alter-
native to the exercise of the option
(such as a stock appreciation right) is
a modification regardless of whether
the optionee in fact benefits from such
extension or alternative right. Simi-
larly, a change providing an additional
benefit upon exercise of the option
(such as the payment of a cash bonus)
or a change providing more favorable
terms for payment for the stock pur-
chased under the option (such as the
right to tender previously acquired
stock) is a modification.

(ii) If an option is not immediately
exercisable in full, a change in the
terms of the option to accelerate the
time at which the option (or any por-
tion thereof) may be exercised is not a
modification for purposes of this sec-
tion. Additionally, no modification oc-
curs if a provision accelerating the
time when an option may first be exer-
cised is removed prior to the year in
which it would otherwise be triggered.
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For example, if an acceleration provi-
sion is timely removed to avoid exceed-
ing the $100,000 limitation described in
§1.422-4, a modification of the option
does not occur.

(iii) A change to an option which pro-
vides, either by its terms or in sub-
stance, that the optionee may receive
an additional benefit under the option
at the future discretion of the grantor,
is a modification at the time that the
option is changed to provide such dis-
cretion. In addition, the exercise of dis-
cretion to provide an additional benefit
is a modification of the option. How-
ever, it is not a modification for the
grantor to exercise discretion specifi-
cally reserved under an option with re-
spect to the payment of a cash bonus
at the time of exercise, the availability
of a loan at exercise, the right to ten-
der previously acquired stock for the
stock purchasable under the option, or
the payment of employment taxes and/
or required withholding taxes resulting
from the exercise of a statutory option.
An option is not modified merely be-
cause an optionee is offered a change in
the terms of an option if the change to
the option is not made. An offer to
change the terms of an option that re-
mains open less than 30 days is not a
modification of the option. However, if
an offer to change the terms of an op-
tion remains outstanding for 30 days or
more, there is a modification of the op-
tion as of the date the offer to change
the option is made.

(iv) A change in the terms of the
stock purchasable under the option
that increases the value of the stock is
a modification of such option, except
to the extent that a new option is sub-
stituted for such option by reason of
the change in the terms of the stock in
accordance with paragraph (a) of this
section.

(v) If an option is amended solely to
increase the number of shares subject
to the option, the increase is not con-
sidered a modification of the option
but is treated as the grant of a new op-
tion for the additional shares. Notwith-
standing the previous sentence, if the
exercise price and number of shares
subject to an option are proportionally
adjusted to reflect a stock split (in-
cluding a reverse stock split) or stock
dividend, and the only effect of the
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stock split or stock dividend is to in-
crease (or decrease) on a pro rata basis
the number of shares owned by each
shareholder of the class of stock sub-
ject to the option, then the option is
not modified if it is proportionally ad-
justed to reflect the stock split or
stock dividend and the aggregate exer-
cise price of the option is not less than
the aggregate exercise price before the
stock split or stock dividend.

(vi) Any change in the terms of an
option made in an attempt to qualify
the option as a statutory option grants
additional benefits to the optionee and
is, therefore, a modification. However,
if the terms of an option are changed
to provide that the optionee cannot
transfer the option except by will or by
the laws of descent and distribution in
order to meet the requirements of sec-
tion 422(b)(5) or 423(b)(9) such change is
not a modicication.

(vii) An extension of an option refers
to the granting by the corporation to
the optionee of an additional period of
time within which to exercise the op-
tion beyond the time originally pre-
scribed. A renewal of an option is the
granting by the corporation of the
same rights or privileges contained in
the original option on the same terms
and conditions. The rules of this para-
graph apply as well to successive modi-
fications, extensions, and renewals.

(viii) Any inadvertent change to the
terms of an option (or change in the
terms of the plan pursuant to which
the option was granted or in the terms
of any other agreement governing the
arrangement) that is treated as a modi-
fication under this paragraph (e) is not
considered a modification of the option
to the extent the change in the terms
of the option is removed by the earlier
of the date the option is exercised or
the last day of the calendar year dur-
ing which such change occurred. Thus,
for example, if the terms of an option
are inadvertently changed on March 1
to extend the exercise period and the
change is removed on November, then
if the option is not exercised prior to
November 1, the option is not consid-
ered modified under this paragraph (e).

() A statutory option may, as a re-
sult of a modification, extension, or re-
newal, thereafter cease to be a statu-
tory option, or any option may, by
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modification, extension, or renewal,
thereafter become a statutory option.
(6) [Reserved]
(7) The application of this paragraph
may be illustrated by the following ex-
amples:

Example 1. On June 1, 2004, the X Corpora-
tion grants to an employee an option under
X’s employee stock purchase plan to pur-
chase 100 shares of the stock of X Corpora-
tion at $90 per share, such option to be exer-
cised on or before June 1, 2006. At the time
the option is granted, the fair market value
of the X Corporation stock is $100 per share.
On February 1, 2005, before the employee ex-
ercises the option, X Corporation modifies
the option to provide that the price at which
the employee may purchase the stock shall
be $80 per share. On February 1, 2005, the fair
market value of the X Corporation stock is
$90 per share. Under section 424(h), the X
Corporation is deemed to have granted an
option to the employee on February 1, 2005.
Such option shall be treated as an option to
purchase at $80 per share 100 shares of stock
having a fair market value of $100 per share,
that is, the higher of the fair market value
of the stock on June 1, 2004, or on February
1, 1965. Because the requirements of §1.424—
1(e)(3) and §1.423-2(g) have not been met, the
exercise of such option by the employee after
February 1, 2005, is not the exercise of a stat-
utory option.

Example 2. On June 1, 2004, the X Corpora-
tion grants to an employee an option under
X’s employee stock purchase plan to pur-
chase 100 shares of X Corporation stock at
$90 per share, exercisable after December 31,
2005, and on or before June 1, 2006. On June
1, 2004, the fair market value of X Corpora-
tion’s stock is $100 per share. On February 1,
2005, X Corporation modifies the option to
provide that the option shall be exercisable
on or before September 1, 2006. On February
1, 2005, the fair market value of X Corpora-
tion stock is $110 per share. Under section
424(h), X Corporation is deemed to have
granted an option to the employee on Feb-
ruary 1, 2005, to purchase at $90 per share 100
shares of stock having a fair market value of
$110 per share, that is, the higher of the fair
market value of the stock on June 1, 2004, or
on February 1, 2005. Because the require-
ments of §1.424-1(e)(3) and §1.423-2(g) have
not been met, the exercise of such option by
the employee is not the exercise of a statu-
tory option.

Example 3. The facts are the same as in ex-
ample (1), except that the employee exer-
cised the option to the extent of 50 shares on
January 15, 2005, before the date of the modi-
fication of the option. Any exercise of the
option after February 1, 2005, the date of the
modification, is not the exercise of a statu-
tory option. See example (1) in this subpara-

§1.424-1

graph. The exercise of the option on January
15, 2005, pursuant to which 50 shares were ac-
quired, is the exercise of a statutory option.

(f) Definitions. The following defini-
tions apply for purposes of §§1.421-1
through 1.424-1:

(1) Parent corporation. The term par-
ent corporation, or parent, means any
corporation (other than the employer
corporation) in an unbroken chain of
corporations ending with the employer
corporation if, at the time of the grant-
ing of the option, each of the corpora-
tions other than the employer corpora-
tion owns stock possessing 50 percent
or more of the total combined voting
power of all classes of stock in one of
the other corporations in such chain.

(2) Subsidiary corporation. The term
subsidiary corporation, or subsidiary,
means any corporation (other than the
employer corporation) in an unbroken
chain of corporations beginning with
the employer corporation if, at the
time of the granting of the option, each
of the corporations other than the last
corporation in an unbroken chain owns
stock possessing 50 percent or more of
the total combined voting power of all
classes of stock in one of the other cor-
porations in such chain.

(g8) Effective/applicability date—(1) In
general. Except for §1.424-1(a)(10) Exam-
ple 9 (iii), the regulations under this
section are effective on August 3, 2004.
Section 1.424-1(a)(10) Example 9 (iii) is
effective on November 17, 2009. Section
1.424-1(a)(10) Example 9 (iii) applies to
statutory options granted on or after
January 1, 2010.

(2) Reliance and transition period. For
statutory options granted on or before
June 9, 2003, taxpayers may rely on the
1984 proposed regulations LR-279-81 (49
FR 4504), the 2003 proposed regulations
REG-122917-02 (68 FR 34344), or this sec-
tion until the earlier of January 1, 2006,
or the first regularly scheduled stock-
holders meeting of the granting cor-
poration occurring 6 months after Au-
gust 3, 2004. For statutory options
granted after June 9, 2003, and before
the earlier of January 1, 2006, or the
first regularly scheduled stockholders
meeting of the granting corporation
occurring at least 6 months after Au-
gust 3, 2004, taxpayers may rely on ei-
ther REG-122917-02 or this section.
Taxpayers may not rely on LR-279-81
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or REG-122917-02 after December 31,
2005. Reliance on LR-279-81, REG-
122917-02, or this section must be in its
entirety, and all statutory options
granted during the reliance period
must be treated consistently.

[T.D. 6887, 31 FR 8808, June 24, 1966, as
amended by T.D. 9144, 69 FR 46419, Aug. 3,
2004; 69 FR 61310, 61311, Oct. 18, 2004; 69 FR
70551, Dec. 7, 2004; T.D. 9471, 74 FR 59087, Nov.
17, 2009]

EDITORIAL NOTE: By T.D. 9144, 69 FR 46420,
Aug. 3, 2004, the Internal Revenue Service
published a document in the FEDERAL REG-
ISTER attempting to amend §1.424-1 (c)(4)(vi)
and (viii). However, because of inaccurate
language, this amendment could not be in-
corporated. For the convenience of the user,
the language at 69 FR 61311, Oct. 18, 2004, is
set forth as follows:

11. Section 1.424-1(c)(4)(vi), the last sen-
tence is removed.

12. Section 1.424-1(c)(4)(viii), second sen-
tence, the language ‘‘Thus, for example, if
the terms of an option are inadvertently
changed on March 1 to extend the exercise
period and the change is removed on Novem-
ber, then if the option is not exercised prior
to November 1, the option is not considered
modified under this paragraph (e).”” is re-
moved and the language ‘‘Thus for example,
if the terms of an option are inadvertently
changed on March 1 to extend the exercise
period and the change is removed on Novem-
ber 1, then if the option is not exercised prior
to November 1, the option is not considered
modified under this paragraph (e).” is added
in its place.

13. Section 1.424-1(g)(2), third sentence, the
language ‘‘For statutory options granted
after June 9, 2003, and before the earlier of
January 1, 2006, or the first regularly sched-
uled stockholders meeting of the granting
corporation occurring 6 months after August
3, 2004, taxpayers may rely on either the
REG-122917-02 or this section.” is removed
and the language ‘‘For statutory options
granted after June 9, 2003, and before the ear-
lier of January 1, 2006, or the first regularly
scheduled stockholders meeting of the grant-
ing corporation occurring at least 6 months
after August 3, 2004, taxpayers may rely on
either the REG-122917-02 or this section.” is
added in its place.

§§1.425-1.429 [Reserved]

§1.430(d)-1 Determination of target
normal cost and funding target.

(a) In general—(1) Overview. This sec-
tion sets forth rules for determining a
plan’s target normal cost and funding
target under sections 430(b) and 430(d),
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including guidance relating to the
rules regarding actuarial assumptions
under sections 430(h)(1), 430(h)(4), and
430(h)(b). Section 430 and this section
apply to single employer defined ben-
efit plans (including multiple employer
plans as defined in section 413(c)) that
are subject to section 412, but do not
apply to multiemployer plans (as de-
fined in section 414(f)). For further
guidance on actuarial assumptions, see
§1.430(h)(2)-1 (relating to interest
rates) and §§1.430(h)(3)-1 and 1.430(h)(3)-
2 (relating to mortality tables). See
also §1.430(i)-1 for the determination of
the funding target and the target nor-
mal cost for a plan that is in at-risk
status.

(2) Organization of regulation. Para-
graph (b) of this section sets forth cer-
tain definitions that apply for purposes
of section 430. Paragraph (c) of this sec-
tion provides rules regarding which
benefits are taken into account in de-
termining a plan’s target normal cost
and funding target. Paragraph (d) of
this section sets forth the rules regard-
ing the plan provisions that are taken
into account in making these deter-
minations, and paragraph (e) of this
section provides rules on the plan pop-
ulation that is taken into account for
this purpose. Paragraph (f) of this sec-
tion provides rules relating to the ac-
tuarial assumptions and the plan’s
funding method that are used to deter-
mine present values. Paragraph (g) of
this section contains effective/applica-
bility dates and transition rules.

(3) Special rules for multiple employer
plans. In the case of a multiple em-
ployer plan to which section
413(c)(4)(A) applies, the rules of section
430 and this section are applied sepa-
rately for each employer under the
plan, as if each employer maintained a
separate plan. Thus, the plan’s funding
target and target normal cost are com-
puted separately for each employer
under such a multiple employer plan.
In the case of a multiple employer plan
to which section 413(c)(4)(A) does not
apply (that is, a plan described in sec-
tion 413(c)(4)(B) that has not made the
election for section 413(c)(49)(A) to
apply), the rules of section 430 and this
section are applied as if all partici-
pants in the plan were employed by a
single employer.
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(b) Definitions—(1) Target normal
cost—(1) In general. For a plan that is
not in at-risk status under section
430(i) for a plan year, subject to the ad-
justments described in paragraph
(b)(1)(iii) of this section, the target nor-
mal cost of the plan for the plan year is
the present value (determined as of the
valuation date) of all benefits under
the plan that accrue during, are earned
during, or are otherwise allocated to
service for the plan year under the ap-
plicable rules of this section, including
paragraph (c)(1)({ii)(B), (C), or (D) of
this section. See §1.430(i)-1(d) and (e)(2)
for the determination of the target
normal cost for a plan that is in at-risk
status.

(ii) Benefits allocated to a plan year.
The benefits that accrue, are earned, or
are otherwise allocated to service for
the plan year are based on the actual
benefits accrued, earned, or otherwise
allocated to service for the plan year
through the valuation date and bene-
fits expected to accrue, be earned, or be
otherwise allocated to service for the
plan year for the period from the valu-
ation date through the end of the plan
year. The benefits that are allocated to
the plan year under the rules of para-
graph (c) of this section include any in-
crease in benefits during the plan year
that is attributable to increases in
compensation for the current plan year
even if that increase in benefits is with
respect to benefits attributable to serv-
ice performed in a preceding plan year.
In addition, the benefits that are allo-
cated to the plan year under the rules
of paragraph (c) of this section include
any increase in benefits during the
plan year that arises on account of
mandatory employee contributions
(within the meaning of §1.411(c)-1(c)(4))
that are made during the plan year.

(iii) Special adjustments—(A) In gen-
eral. The target normal cost of the plan
for the plan year (determined under
paragraph (b)(1)(i) of this section) is
adjusted (not below zero) by adding the
amount of plan-related expenses ex-
pected to be paid from plan assets dur-
ing the plan year and subtracting the
amount of mandatory employee con-
tributions (within the meaning of
§1.411(c)-1(c)(4)) that are expected to be
made during the plan year.

(B) Plan-related expenses. [Reserved]

§1.430(d)-1

(2) Funding target. For a plan that is
not in at-risk status under section
430(i) for a plan year, the funding tar-
get of the plan for the plan year is the
present value (determined as of the
valuation date) of all benefits under
the plan that have been accrued,
earned, or otherwise allocated to years
of service prior to the first day of the
plan year under the applicable rules of
this section, including paragraph
(c)(1)({i)(B), (C), or (D) of this section.
See §1.430(i)-1(c) and (e)(1) for the deter-
mination of the funding target for a
plan that is in at-risk status.

(3) Funding target attainment percent-
age—(i) In general. Except as otherwise
provided in this paragraph (b)3), the
funding target attainment percentage
of a plan for a plan year is a fraction
(expressed as a percentage)—

(A) The numerator of which is the
value of plan assets for the plan year
(determined wunder the rules of
§1.430(g)-1) after subtraction of the
prefunding balance and the funding
standard carryover balance under sec-
tion 430(f)(4)(B) and §1.430(f)-1(c); and

(B) The denominator of which is the
funding target of the plan for the plan
year (determined without regard to the
at-risk rules of section 430(i) and
§1.430(1)-1).

(i1) Determination of funding target at-
tainment percentage for plans with de-
layed effective dates. If section 430 does
not apply for purposes of determining
the plan’s minimum required contribu-
tion for a plan year that begins on or
after January 1, 2008 (as is the case for
a plan described in section 104, 105, or
106 of the Pension Protection Act of
2006 (PPA ’06), Public Law 109-280 (120
Stat. 780)), then the funding target at-
tainment percentage is determined for
that plan year in accordance with the
rules of paragraph (b)(3)(i) of this sec-
tion in the same manner as for a plan
to which section 430 applies to deter-
mine the plan’s minimum required con-
tribution, except that the value of plan
assets that forms the numerator under
paragraph (b)(3)(i)(A) of this section is
determined without subtraction of the
funding standard carryover balance or
the credit balance under the funding
standard account.

(iii) Special rule for plans with zero
funding target. If the funding target of
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the plan is equal to zero for a plan
year, then the funding target attain-
ment percentage under this paragraph
(b)(3) is equal to 100 percent for the
plan year.

(4) Present value. The present value of
a benefit (including a portion of a ben-
efit) with respect to a participant that
is taken into account under the rules
of paragraph (c¢) of this section is deter-
mined as of the valuation date by mul-
tiplying the amount of that benefit by
the probability that the benefit will be
paid at a future date and then dis-
counting the resulting product using
the appropriate interest rate under
§1.430(h)(2)-1. The probability that the
benefit will be paid with respect to the
participant at such future date is de-
termined using the actuarial assump-
tions that satisfy the standards of
paragraph (f) of this section as to the
probability of future service, advance-
ment in age, and other events (such as
death, disability, termination of em-
ployment, and selection of optional
form of benefit) that affect whether the
participant or beneficiary will be eligi-
ble for the benefit and whether the ben-
efit will be paid at that future date.

(c) Benefits taken into account—(1) In
general—(i) Benefits earned or accrued.
The benefits taken into account in de-
termining the target normal cost and
the funding target under paragraph (b)
of this section are all benefits earned
or accrued under the plan that have
not yet been paid as of the valuation
date, including retirement-type and an-
cillary benefits (within the meaning of
§1.411(d)-3(g)). The benefits taken into
account are based on the participant’s
or beneficiary’s status (such as active
employee, vested or partially vested
terminated employee, or disabled par-
ticipant) as of the valuation date, and
those benefits are allocated to the
funding target or the target normal
cost under paragraph (c)(1)(ii) of this
section.

(ii) Allocation of benefits—(A) In gen-
eral. To the extent that the amount of
a participant’s benefit that is expected
to be paid is a function of the accrued
benefit, the allocation of the benefit
for purposes of determining the funding
target and the target normal cost is
made using the rules of paragraph
(¢)(1)(ii)(B) of this section. To the ex-
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tent that the amount of a participant’s
benefit that is expected to be paid is
not a function of the accrued benefit,
but is a function of the participant’s
years of service (or is the excess of a
function of the participant’s years of
service over a function of the partici-
pant’s accrued benefit), the allocation
of the benefit for purposes of deter-
mining the funding target and the tar-
get normal cost is made using the rules
of paragraph (c¢)(1)(ii)(C) of this section.
To the extent that the amount of a
participant’s benefit that is expected
to be paid is not allocated under the
rules of paragraph (c¢)(1)(ii)(B) or (C) of
this section, the allocation of the ben-
efit for purposes of determining the
funding target and the target normal
cost is made using the rules of para-
graph (¢)(1)(ii)(D) of this section.

(B) Benefits that are based on accrued
benefits. If the allocation of the benefit
for purposes of determining the funding
target and the target normal cost is
made under this paragraph (c¢)(1)(ii)(B),
then the portion of a participant’s ben-
efit that is taken into account in the
funding target for a plan year is deter-
mined by applying the function to the
accrued benefit as of the first day of
the plan year, and the portion of the
benefit that is taken into account in
determining the target normal cost for
the plan year is determined by apply-
ing that function to the increase in the
accrued benefit during the plan year.
For example, a benefit that is assumed
to be payable at a particular early re-
tirement age in the amount of 90 per-
cent of the accrued benefit is taken
into account in the funding target in
the amount of 90 percent of the accrued
benefit as of the beginning of the plan
year, and that benefit is taken into ac-
count in the target normal cost in the
amount of 90 percent of the increase in
the accrued benefit during the plan
year.

(C) Benefits that are based on service. If
the allocation of the benefit for pur-
poses of determining the funding target
and the target normal cost is made
under this paragraph (c)(1)(ii)(C), then
the portion of a participant’s benefit
that is taken into account in deter-
mining the funding target for a plan
year is determined by applying the
function to the participant’s years of
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service as of the first day of the plan
year, and the portion of the benefit
that is taken into account in deter-
mining the target normal cost for the
plan year is determined by applying
that function to the increase in the
participant’s years of service during
the plan year. For example, if a plan
provides a post-retirement death ben-
efit of $500 per year of service, then the
funding target is determined based on a
death benefit of $5600 multiplied by a
participant’s years of service at the be-
ginning of the year, and if the partici-
pant earns or is expected to earn a full
year of service during the plan year,
the target normal cost is based on the
additional $500 in death benefits attrib-
utable to that additional year of serv-
ice.

(D) Other benefits. If the allocation of
the benefit for purposes of determining
the funding target and the target nor-
mal cost is made under this paragraph
(¢)(1)(ii)(D), then the portion of a par-
ticipant’s benefit that is taken into ac-
count in determining the funding tar-
get for a plan year is equal to the total
benefit multiplied by the ratio of the
participant’s years of service as of the
first day of the plan year to the years
of service the participant will have at
the time of the event that causes the
benefit to be payable (whether the ben-
efit is expected to be paid at the time
of that decrement or at a future time),
and the portion of the benefit that is
taken into account in determining the
target normal cost for the plan year is
the increase in the proportionate ben-
efit attributable to the increase in the
participant’s years of service during
the plan year. For example, if a plan
provides a Social Security supplement
for a participant who retires after 30
years of service that is equal to a par-
ticipant’s Social Security benefit, the
funding target with respect to the ben-
efit payable beginning at a particular
age (which reflects the probability of
retirement at that age) is determined
based on the projected Social Security
benefit payable at the particular age
multiplied by a fraction, the numer-
ator of which is the participant’s years
of service as of the first day of the plan
year and the denominator of which is
the participant’s projected years of
service at the particular age. In such a
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case, if the participant earns or is ex-
pected to earn a full year of service
during the plan year, the target normal
cost is determined based on the pro-
jected Social Security benefit payable
at the particular age multiplied by a
fraction, the numerator of which is one
and the denominator of which is the
participant’s projected years of service
at the particular age.

(iii) Application of section 436 limita-
tions to funding target and target normal
cost determination—(A) Effect of limita-
tion on wunpredictable contingent event
benefits. The determination of the fund-
ing target and the target normal cost
of a plan for a plan year must take into
account any limitation on unpredict-
able contingent event benefits under
section 436(b) with respect to unpre-
dictable contingent events which oc-
curred before the valuation date, but
must not take into account anticipated
funding-based limitations on unpre-
dictable contingent event benefits
under section 436(b) with respect to un-
predictable contingent events which
are expected to occur on or after the
valuation date.

(B) Effect of limitation on applicability
of plan amendments. See paragraph (d)
of this section for rules regarding the
treatment of plan amendments that
take effect during the plan year taking
into account the restrictions under sec-
tion 436(c).

(C) Effect of limitation on prohibited
payments. The determination of the
funding target and the target normal
cost of a plan for a plan year must take
into account any limitation on prohib-
ited payments under section 436(d) with
respect to any annuity starting date
that was before the valuation date, but
must not take into account any limita-
tion on prohibited payments under sec-
tion 436(d) for any annuity starting
date on or after the valuation date
(however, the determination must take
into account benefit distributions
under plan provisions that allow new
annuity starting dates with respect to
distributions that were limited under
section 436(d)).

(D) Effect of limitation on benefit accru-
als. Except as otherwise provided in
this paragraph (c)(1)(iii)(D), the deter-
mination of the funding target of a
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plan for a plan year must take into ac-
count any limitation on benefit accru-
als under section 436(e) applicable be-
fore the valuation date. However, if the
plan terms provide for the automatic
restoration of benefit accruals as per-
mitted under §1.436-1(a)(4)(ii)(B), and
the restoration of benefits as of the
valuation date will not be treated as
resulting from a plan amendment
under the rules of §1.436-1(c)(3) (be-
cause the period of limitation as of the
valuation date does not exceed 12
months and the adjusted funding tar-
get attainment percentage for the plan
would not be less than 60 percent tak-
ing into account the restored benefit
accruals), then the determination of
the funding target of a plan for a plan
year must not take into account the
limitation on benefit accruals under
section 436(e) for that period. The de-
termination of the target normal cost
of a plan for a plan year must not take
into account any limitation on benefit
accruals under section 436(e). Thus, if
an employer wishes to take a plan
freeze into account in determining the
target normal cost, the plan must be
specifically amended to cease accruals.

(iv) Effect of other limitations of bene-
fits—(A) Liquidity shortfalls. The deter-
mination of the funding target and the
target normal cost of a plan for a plan
year must take into account any re-
strictions on payments under section
401(a)(32) on account of a liquidity
shortfall (as defined in section 430(j)(4))
for periods preceding the valuation
date. The determination of the funding
target and the target normal cost must
not take into account any restrictions
on payments under section 401(a)(32) on
account of a liquidity shortfall or pos-
sible liquidity shortfall for any period
on or after the valuation date.

(B) High 25 limitation. The determina-
tion of the funding target and the tar-
get normal cost of a plan for a plan
year must take into account any re-
strictions on payments under
§1.401(a)(4)-5(b) to highly compensated
employees to the extent that benefits
were not paid or will not be paid be-
cause of a limitation that applied prior
to the valuation date. If a benefit that
was otherwise restricted was paid prior
to the valuation date but with suitable
security (such as an escrow account)
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provided to the plan in the event of a
plan termination, the benefit is treated
as distributed for purposes of section
430 and this section. Accordingly, the
funding target does not include any li-
ability for the benefit and the plan as-
sets do not include the security. The
determination of the funding target
and the target normal cost of a plan for
a plan year must not take into account
any restrictions on payments under
§1.401(a)(4)-5(b) to highly compensated
employees that are anticipated with re-
spect to annuity starting dates on or
after the valuation date on account of
the funded status of the plan.

(2) Benefits provided by insurance—(i)
General rule. A plan generally is re-
quired to reflect in the plan’s funding
target and target normal cost the li-
ability for benefits that are funded
through insurance contracts held by
the plan, and to include the cor-
responding insurance contracts in plan
assets. Paragraph (c)(2)(ii) of this sec-
tion sets forth an alternative to this
general approach. A plan’s treatment
of benefits funded through insurance
contracts pursuant to this paragraph
(c)(2) is part of the plan’s funding
method. Accordingly, that treatment
can be changed only with the consent
of the Commissioner.

(ii) Separate funding of insured bene-
fits. As an alternative to the treatment
described in paragraph (c)(2)(i) of this
section, in the case of benefits that are
funded through insurance contracts,
the liability for benefits provided
under such contracts is permitted to be
excluded from the plan’s funding target
and target normal cost, provided that
the corresponding insurance contracts
are excluded from plan assets. This
treatment is only available with re-
spect to insurance purchased from an
insurance company licensed under the
laws of a State and only to the extent
that a participant’s or beneficiary’s
right to receive those benefits is an ir-
revocable contractual right under the
insurance contracts, based on pre-
miums paid to the insurance company
prior to the valuation date. For exam-
ple, in the case of a retired participant
receiving benefits from an annuity con-
tract in pay status under which no pre-
miums are required on or after the
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valuation date, the liability for bene-
fits provided by the contract is per-
mitted to be excluded from the plan’s
funding target provided that the value
of the contract is also excluded from
the value of plan assets. Similarly, in
the case of an active or deferred vested
participant whose benefits are funded
by a life insurance or annuity contract
under which further premiums are re-
quired on or after the valuation date,
the liability for benefits, if any, that
would be paid from the contract if no
further premiums were to be paid (for
example, if the contract were to go on
reduced paid-up status) is permitted to
be excluded from the plan’s funding
target and target normal cost, provided
that the value of the contract is ex-
cluded from the value of plan assets.
By contrast, if the plan trustee can
surrender a contract to the insurer for
its cash value, then the participant’s or
beneficiary’s right to receive those
benefits is not an irrevocable contrac-
tual right and, therefore, the liability
for benefits provided under the con-
tract must be taken into account in de-
termining the plan’s funding target
and target normal cost and the con-
tracts cannot be excluded from plan as-
sets.

(d) Plan provisions taken into ac-
count—(1) General rule—(i) Plan provi-
sions adopted by valuation date. Except
as otherwise provided in this paragraph
(d), a plan’s funding target and target
normal cost for a plan year are deter-
mined based on plan provisions that
are adopted no later than the valuation
date for the plan year and that take ef-
fect on or before the last day of the
plan year. For example, in the case of
a plan amendment adopted on or before
the valuation date for the plan year
that has an effective date occurring in
the current plan year, the plan amend-
ment is taken into account in deter-
mining the funding target and the tar-
get normal cost for the current plan
year if it is permitted to take effect
under the rules of section 436(c) for the
current plan year, but the amendment
is not taken into account for the cur-
rent plan year if it does not take effect
until a future plan year.

(ii) Plan provisions adopted after valu-
ation date. If a plan administrator
makes the election described in section
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412(d)(2) with respect to a plan amend-
ment, then the plan amendment is
treated as having been adopted on the
first day of the plan year for purposes
of this paragraph (d). Section 412(d)(2)
applies to any plan amendment adopt-
ed no later than 2% months after the
close of the plan year, including an
amendment adopted during the plan
year. Thus, if an amendment is adopted
after the valuation date for a plan year
(and no later than 2% months after the
close of the plan year), but takes effect
by the last day of the plan year, the
amendment is taken into account in
determining the plan’s funding target
and target normal cost for the plan
yvear if the plan administrator makes
the election described in section
412(d)(2) with respect to such amend-
ment.

(iii) Determination of when an amend-
ment takes effect. For purposes of this
paragraph (d)(1), the determination of
whether an amendment that increases
benefits takes effect and when it takes
effect is determined in accordance with
the rules of section 436(c) and §1.436—
1(c)(b). For purposes of this paragraph
(d)1), in the case of an amendment
that decreases benefits, the amend-
ment takes effect under a plan on the
first date on which the benefits of any
individual who is or could be a partici-
pant or beneficiary under the plan
would be less than those benefits would
be under the pre-amendment plan pro-
visions if the individual were on that
date to satisfy the applicable condi-
tions for the benefits. In either case,
the determination of when an amend-
ment takes effect is unaffected by an
election under section 412(d)(2).

(2) Special rule for certain amendments
increasing liabilities. In the case of a
plan amendment that is not required to
be taken into account under the rules
of paragraph (d)(1) of this section be-
cause it is adopted after the valuation
date for the plan year, the plan amend-
ment must be taken into account in de-
termining a plan’s funding target and
target normal cost for the plan year if
the plan amendment—

(i) Takes effect by the last day of the
plan year;

(ii) Increases the liabilities of the
plan by reason of increases in benefits,
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establishment of new benefits, chang-
ing the rate of benefit accrual, or
changing the rate at which benefits be-
come nonforfeitable; and

(iii) Would not be permitted to take
effect under the rules of section 436(c)
if those rules were applied—

(A) By treating the increase in the
target normal cost for the plan year at-
tributable to the amendment (and all
other amendments that must be taken
into account solely because of the ap-
plication of the rules in this paragraph
(d)(2)) as if the increase were an in-
crease in the funding target for the
plan year; and

(B) By taking into account all unpre-
dictable contingent event benefits per-
mitted to be paid for unpredictable
contingent events that occurred during
the current plan year and all plan
amendments that took effect in the
current plan year (including all amend-
ments to which this paragraph (d)(2)
applies for the plan year).

(3) Allocation of benefits attributable to
plan amendments. If a plan amendment
is taken into account for a plan year
under the rules of this paragraph (d),
then the allocation of benefits that is
used to determine the funding target
and the target normal cost for that
plan year is based on the plan as
amended. Thus, if an amendment that
is taken into account for a plan year
increases a participant’s accrued ben-
efit for service prior to the beginning
of the plan year, then the present value
of that increase is included in the fund-
ing target for the plan year.

(e) Plan population taken into ac-
count—() In general. In making any de-
termination of the funding target or
target normal cost under paragraph (b)
of this section, the plan population is
determined as of the valuation date.
The plan population must include three
classes of individuals—

(i) Participants currently employed
in the service of the employer;

(ii) Participants who are retired
under the plan or who are otherwise no
longer employed in the service of the
employer; and

(iii) All other individuals currently
entitled to benefits under the plan.

(2) Assumption regarding rehiring of
former employees—(1) Special exclusion
for “rule of parity’’ cases. Certain indi-
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viduals may be excluded from the class
of individuals described in paragraph
(e)(1)(ii) of this section. The excludable
individuals are those former employees
who, prior to the valuation date for the
plan year, have terminated service
with the employer without vested ben-
efits and whose service might be taken
into account in future years because
the ‘‘rule of parity” of section
411(a)(6)(D) does not permit that serv-
ice to be disregarded. However, if the
plan’s experience as to separated em-
ployees returning to service has been
such that the exclusion described in
this paragraph (e)(2) would be unrea-
sonable, then no such exclusion is per-
mitted.

(i1) Application to partially vested par-
ticipants. Whether former employees
who are terminated with partially
vested benefits are assumed to return
to service is determined under the
same rules that apply to former em-
ployees without vested benefits under
paragraph (e)(2)(i) of this section.

(38) Anticipated future participants. In
making any determination of the fund-
ing target or target normal cost under
paragraph (b) of this section, the actu-
arial assumptions and funding method
used for the plan must not anticipate
the affiliation with the plan of future
participants not employed in the serv-
ice of the employer on the plan’s valu-
ation date. However, any such deter-
mination may anticipate the affili-
ation with the plan of current employ-
ees who have not yet satisfied the par-
ticipation (age and service) require-
ments of the plan as of the valuation
date.

(f) Actuarial assumptions and funding
method used in determination of present
value—(1) Selection of actuarial assump-
tions and funding method—(i) General
rules. The determination of any present
value or other computation under sec-
tion 430 and this section must be made
on the basis of actuarial assumptions
and a funding method. Except as other-
wise specifically provided (for example,
in §1.430(h)(2)-1(b)(6) or section
4006(a)(3)(E)(iv) of the Employee Re-
tirement Income Security Act of 1974,
as amended (ERISA)), the same actu-
arial assumptions and funding method
must be used for all computations
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under sections 430 and 436. For exam-
ple, the actuarial assumptions and the
funding method used in making a cer-
tification of the adjusted funding tar-
get attainment percentage for a plan
year must be the same as those dis-
closed on the actuarial report under
section 6059 (Schedule SB, ‘‘Single-Em-
ployer Defined Benefit Plan Actuarial
Information’ of Form 5500, ‘“‘Annual
Return/Report of Employee Benefit
Plan”).

(ii) Changes in actuarial assumptions
and funding method. Actuarial assump-
tions established for a plan year cannot
subsequently be changed for that plan
year unless the Commissioner deter-
mines that the assumptions that were
used are unreasonable. Similarly, a
funding method established for a plan
year cannot subsequently be changed
for that plan year unless the Commis-
sioner determines that the use of that
funding method for that plan year is
impermissible.

(iii) Procedures for establishing actu-
arial assumptions and funding method.
For purposes of this paragraph (f)(1), in
the case of a plan for which an actu-
arial report under section 6059 (Sched-
ule SB of Form 5500) is required to be
filed for a plan year, actuarial assump-
tions and the funding method are es-
tablished by the filing of the actuarial
report if it is filed no later than the
due date (with extensions) for the re-
port. In the case of a plan for which an
actuarial report for a plan year is not
required to be filed, actuarial assump-
tions and the funding method are es-
tablished by the delivery of the com-
pleted report to the employer if it is
delivered no later than what would be
the due date (with extensions) for filing
the actuarial report were such a filing
required. If the actuarial report is not
filed or delivered by the applicable date
described in the two preceding sen-
tences, then the same actuarial as-
sumptions (such as the same interest
rate and mortality table elections) and
funding method as were used for the
preceding plan year apply for all com-
putations under sections 430 and 436 for
the current plan year, unless the Com-
missioner permits or requires other ac-
tuarial assumptions or another funding
method permitted under section 430 to
be used for the current plan year.
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(iv) Scope of funding method. A plan’s
funding method includes not only the
overall funding method used by the
plan but also each specific method of
computation used in applying the over-
all method. However, the choice of
which actuarial assumptions are appro-
priate to the overall method or to the
specific method of computation is not
a part of the funding method. The as-
sumed earnings rate used for purposes
of determining the actuarial value of
assets under section 430(g2)(3)(B) is
treated as an actuarial assumption,
rather than as part of the funding
method.

(2) Interest and mortality rates. Section
430(h)(2) and §1.430(h)(2)-1 set forth the
interest rates, and section 430(h)(3) and
§§1.430(h)(3)-1 and 1.430(h)(3)-2 set forth
the mortality tables, that must be used
for purposes of determining any
present value under this section. How-
ever, notwithstanding the requirement
to use the mortality tables, in the case
of a plan which has fewer than 100 par-
ticipants and beneficiaries who are not
in pay status, the actuarial assump-
tions may assume no pre-retirement
mortality, but only if that assumption
would be a reasonable assumption.

(3) Other assumptions. In the case of
actuarial assumptions other than those
specified in sections 430(h)(2), 430(h)(3),
and 430(i), each of those actuarial as-
sumptions must be reasonable (taking
into account the experience of the plan
and reasonable expectations). In addi-
tion, the actuarial assumptions (other
than those specified in sections
430(h)(2), 430(h)(3), and 430(i)) must, in
combination, offer the plan’s enrolled
actuary’s best estimate of anticipated
experience under the plan based on in-
formation determined as of the valu-
ation date. See paragraph (f)(4)(iii) of
this section for special rules for deter-
mining the present value of a single-
sum and similar distributions.

(4) Probability of benefit payments in
single sum or other optional forms—@i) In
general. This paragraph (f)(4) provides
rules relating to the probability that
benefit payments will be paid as single
sums or other optional forms under a
plan and the impact of that probability
on the determination of the present
value of those benefit payments under
section 430.
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(ii) General rules of application. Any
determination of present value or any
other computation under this section
must take into account—

(A) The probability that future ben-
efit payments under the plan will be
made in the form of any optional form
of benefit provided under the plan (in-
cluding single-sum distributions), de-
termined on the basis of the plan’s ex-
perience and other related assump-
tions, in accordance with paragraph
(£)(3) of this section; and

(B) Any difference in the present
value of future benefit payments that
results from the use of actuarial as-
sumptions in determining the amount
of benefit payments in any such op-
tional form of benefit that are different
from those prescribed by section 430(h).

(iii) Single-sum and similar distribu-
tions—(A) Distributions using section
417(e) assumptions. In the case of a dis-
tribution that is subject to section
417(e)(3) and that is determined using
the applicable interest rates and appli-
cable mortality table under section
417(e)(3), for purposes of applying para-
graph (f)(4)(ii) of this section, the com-
putation of the present value of that
distribution is treated as having taken
into account any difference in present
value that results from the use of actu-
arial assumptions that are different
from those prescribed by section 430(h)
(as required under paragraph
()(4)({i)(B) of this section) if and only
if the present value of the distribution
is determined in accordance with this
paragraph (f)(4)(ii).

(B) Substitution of annuity form. Ex-
cept as otherwise provided in this para-
graph (f)(4)(iii), the present value of a
distribution is determined in accord-
ance with this paragraph (f)(4)(iii) if
that present value is determined as the
present value, using special actuarial
assumptions, of the annuity (either the
deferred or immediate annuity) which
is used under the plan to determine the
amount of the distribution. Under
these special assumptions, for the pe-
riod beginning with the expected annu-
ity starting date for the distribution,
the current applicable mortality table
under section 417(e)(3) that would apply
to a distribution with an annuity start-
ing date occurring on the valuation
date is substituted for the mortality
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table under section 430(h)(3) that would
otherwise be used. In addition, under
these special assumptions, the valu-
ation interest rates under section
430(h)(2) are used for purposes of dis-
counting the projected annuity pay-
ments from their expected payment
dates to the valuation date (as opposed
to the interest rates under section
417(e)(3) which the plan uses to deter-
mine the amount of the benefit).

(C) Optional application of generational
mortality and phase-in of interest rates.
In determining the present value of a
distribution wunder this paragraph
(£)(4)(iii), if a plan uses the
generational mortality tables under
§1.430(h)(3)-1(a)(4) or §1.430(h)(3)-2, the
plan is permitted to use a 50-50 male-
female blend of the annuitant mor-
tality rates under the §1.430(h)(3)-
1(a)(4) generational mortality tables in
lieu of the applicable mortality table
under section 417(e)(3) that would apply
to a distribution with an annuity start-
ing date occurring on the valuation
date. Similarly, a plan is permitted to
make adjustments to the interest rates
in order to reflect differences between
the phase-in of the section 430(h)(2) seg-
ment rates under section 430(h)(2)(G)
and the adjustments to the segment
rates under section 417(e)(3)(D)(iii).

(D) Distributions subject to section
417(e)(3) using other assumptions. In the
case of a distribution that is subject to
section 417(e)(3) but that is determined
on a basis other than using the applica-
ble interest rates and the applicable
mortality table under section 417(e)(3),
for purposes of applying paragraph
(f)(4)(ii)(B) of this section, the com-
putation of present value must take
into account the extent to which the
present value of the distribution is dif-
ferent from the present value deter-
mined using the rules of paragraph
(£)(4)(iii)(B) of this section, based on ac-
tuarial assumptions that satisfy the re-
quirements of paragraph (f)(3) of this
section. If the plan provides that the
amount of the benefit is based on a
comparison of the section 417(e)(3) ben-
efit (that is, the benefit determined
using the applicable interest rates and
the applicable mortality table under
section 417(e)(3)) with another benefit
determined using some other basis,
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then paragraph (f)(4)(ii)(B) of this sec-
tion is applied as of the valuation date
by comparing the present value of the
section 417(e)(3) benefit determined
under the rules of paragraph
(f)(4)({ii)(B) of this section with the
present value of the other benefit. The
rule of this paragraph (f)(4)(iii)(D) ap-
plies, for example, where a distribution
that is subject to section 417(e)(3) is de-
termined as the greater of the benefit
determined using the applicable inter-
est rates and the applicable mortality
table under section 417(e)(3) and the
benefit determined using some other
basis, or where the amount of a dis-
tribution that is subject to section
417(e)(3) is determined using an interest
rate other than the applicable interest
rates as required under section
415(b)(2)(E)(ii) (see §1.417(e)-1(d)(1)).

(b) Distributions from applicable defined
benefit plans under section 411(a)(13)(C)—
(i) In general. In the case of an applica-
ble defined benefit plan described in
section 411(a)(13)(C), if the amount of a
future distribution is based on an in-
terest adjustment applied to the cur-
rent accumulated benefit, then the
amount of that distribution is deter-
mined by projecting the future interest
credits or equivalent amount under the
plan’s interest crediting rules using ac-
tuarial assumptions that satisfy the re-
quirements of paragraph (f)(3) of this
section. Thus, if a plan provides for a
single-sum distribution equal to the
balance of a participant’s hypothetical
account under a cash balance plan,
then the amount of that future dis-
tribution is equal to the projected ac-
count balance at the expected date of
payment determined using actuarial
assumptions that satisfy the require-
ments of paragraph (f)(3) of this sec-
tion.

(i) Annuity distributions—(A) General
rule. In the case of an applicable de-
fined benefit plan described in section
411(a)(13)(C), if the amount of an annu-
ity distribution is based on either the
balance of a hypothetical account
maintained for a participant or the ac-
cumulated percentage of a partici-
pant’s final average compensation,
then the amount of that annuity dis-
tribution is calculated by converting
the projected account balance (or accu-
mulated percentage of final average
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compensation), in accordance with
paragraph (f)(5)(i) of this section, to an
annuity by applying the plan’s annuity
conversion provisions using the rules of
this paragraph (f)(5)(ii).

(B) Use of current annuity factors. Ex-
cept as otherwise provided in para-
graph (f)(5)(ii)(C) of this section, if the
plan bases the conversion of the pro-
jected account balance (or accumu-
lated percentage of final average com-
pensation) to an annuity using the ap-
plicable interest rates and applicable
mortality table under section 417(e)(3),
then the amount of the annuity dis-
tribution is determined by dividing the
projected account balance (or accumu-
lated percentage of final average com-
pensation) by an annuity factor cor-
responding to the assumed form of pay-
ment using, for the period beginning
with the annuity starting date, the
current applicable mortality table
under section 417(e)(3) that would apply
to a distribution with an annuity start-
ing date occurring on the valuation
date (in lieu of the mortality table
under section 430(h)(3) that would oth-
erwise be used) and the valuation inter-
est rates under section 430(h)(2) (as op-
posed to the interest rates under sec-
tion 417(e)(3) which the plan uses to de-
termine the amount of the annuity).

(C) Optional application of generational
mortality and phase-in of segment rates.
In determining the amount of an annu-
ity distribution under ©paragraph
(£)(5)(ii)(B) of this section, a plan is
permitted to apply the options de-
scribed in paragraph (f)(4)(iii)(C) of this
section.

(D) Distributions wusing assumptions
other than assumptions under Ssection
417(e)(3). In applying this paragraph
(£)(5)(ii), in the case of a plan that de-
termines an annuity using a basis
other than the applicable interest rates
and applicable mortality table under
section 417(e)(3), the amount of the an-
nuity distribution must be based on ac-
tuarial assumptions that satisfy the re-
quirements of paragraph (f)(3) of this
section.

(6) Unpredictable contingent event ben-
efits. Any determination of present
value or any other computation under
this section must take into account,
based on information as of the valu-
ation date, the probability that future
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benefits (or increased benefits) will be-
come payable under the plan due to the
occurrence of an unpredictable contin-
gent event (as described in §1.436-
1(j)(9)). For this purpose, this prob-
ability with respect to an unpredict-
able contingent event may be assumed
to be zero if there is not more than a de
minimis likelihood that the unpredict-
able contingent event will occur.

(T) Reasonable techniques permitted—(i)
Determination of benefits to be paid dur-
ing the plan year. Any reasonable tech-
nique can be used to determine the
present value of the benefits expected
to be paid during a plan year, based on
the interest rates and mortality as-
sumptions applicable for the plan year.
For example, the present value of a
monthly retirement annuity payable at
the beginning of each month can be de-
termined—

(A) Using the standard actuarial ap-
proximation that reflects 13/24ths of
the discounted expected payments for
the year as of the beginning of the year
and 11/24ths of the discounted expected
payments for the year as of the end of
the year;

(B) By assuming a uniform distribu-
tion of death during the year; or

(C) By assuming that the payment is
made in the middle of the year.

(i1) Determination of target normal cost.
In the case of a participant for whom
there is a less than 100 percent prob-
ability that the participant will termi-
nate employment during the plan year,
for purposes of determining the bene-
fits expected to accrue, be earned, or
otherwise allocated to service during
the plan year which are used to deter-
mine the target normal cost, it is per-
missible to assume the participant will
not terminate during the plan year, un-
less using this method of calculation
would be unreasonable.

(8) Approval of significant changes in
actuarial assumptions for large plans—(i)
In general. Except as otherwise pro-
vided in paragraph (f)(8)(iii) of this sec-
tion, any actuarial assumptions used
to determine the funding target of a
plan for a plan year during which the
plan is described in paragraph (f)(8)(ii)
of this section cannot be changed from
the actuarial assumptions that were
used for the preceding plan year with-
out the approval of the Commissioner
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if the changes in assumptions result in
a decrease in the plan’s funding short-
fall (within the meaning of section
430(c)(4)) for the current plan year (dis-
regarding the effect on the plan’s fund-
ing shortfall resulting from changes in
interest and mortality assumptions
under sections 430(h)(2) and (h)(3)) that
either exceeds $50,000,000, or exceeds
$5,000,000 and is 5 percent or more of
the funding target of the plan before
such change.

(ii) Affected plans. A plan is described
in this paragraph (f)(8)(ii) for a plan
yvear if—

(A) The plan is a defined benefit plan
(other than a multiemployer plan) to
which Title IV of ERISA applies; and

(B) The aggregate unfunded vested
benefits used to determine variable-
rate premiums for the plan year (as de-
termined under section 4006(a)(3)(E)(iii)
of ERISA) of the plan and all other
plans maintained by the contributing
sponsors (as defined in section
4001(a)(13) of ERISA) and members of
such sponsors’ controlled groups (as de-
fined in section 4001(a)(14) of ERISA)
which are covered by Title IV of ERISA
(disregarding multiemployer plans and
disregarding plans with no unfunded
vested benefits) exceed $50,000,000.

(iii) Automatic approval to resume use
of previously used assumptions upon
erxiting at-risk status during phase-in. A
plan that is not in at-risk status for
the current plan year and that was in
at-risk status for the prior plan year
(but not for a period of 5 or more con-
secutive plan years) is granted auto-
matic approval to use the actuarial as-
sumptions that were applied before the
plan entered at-risk status and that
were used in combination with the re-
quired at-risk assumptions during the
period the plan was in at-risk status.

(9) Examples. The following examples
illustrate the rules of this section. Un-
less otherwise indicated, these exam-
ples are based on the following assump-
tions: The normal retirement age is 65,
the minimum required contribution for
the plan is determined under the rules
of section 430 starting in 2008, the plan
year is the calendar year, the valuation
date is January 1, no plan-related ex-
penses are paid or expected to be paid
from plan assets, and the plan does not
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provide for mandatory employee con-
tributions. The examples are as fol-
lows:

Example 1. (i) Plan P provides an accrued
benefit equal to 1.0% of a participant’s high-
est 3-year average compensation for each
year of service. Plan P provides that an early
retirement benefit can be received at age 60
equal to the participant’s accrued benefit re-
duced by 0.5% per month for early com-
mencement. On January 1, 2010, Participant
A is age 60 and has 12 years of past service.
Participant A’s compensation for the years
2007 through 2009 was $47,000, $50,000, and
$562,000, respectively. Participant A’s rate of
compensation at December 31, 2009, is $54,000
and A’s rate of compensation for 2010 is as-
sumed not to increase at any point during
2010. Decrements are applied at the begin-
ning of the plan year.

(ii) Participant A’s annual accrued benefit
as of January 1, 2010, is $5,960 [0.01 x 12 x
($47,000 + $50,000 + $52,000) + 3]. Participant
A’s expected benefit accrual for 2010 is $800
[0.01 x 13 x ($50,000 + $52,000 + $54,000) + 3 —
$5,960], to the extent that Participant A is
expected to continue in employment for the
full 2010 plan year.

(iii) Because the early retirement benefit
is a function of the participant’s accrued
benefit, the allocation of the benefit for pur-
poses of determining the target normal cost
and funding target is made under paragraph
(c)(1)({i)(B) of this section. Accordingly, for
Participant A, the early retirement benefit
that is taken into account with respect to
the decrement at age 60 when determining
the 2010 funding target is $4,172 [$5,960 ac-
crued benefit x (1 — 0.005 x 60 months)]. The
expected accrual of the early retirement ben-
efit during 2010 that is taken into account
for Participant A with respect to the decre-
ment at age 60 when determining the 2010
target normal cost is zero, because in this
example the age-60 decrement would be ap-
plied as of January 1, 2010, before Participant
A would earn any additional benefits. (But
see paragraph (f)(7)(ii) of this section for an
alternative approach for determining the ex-
pected accrual with respect to the decrement
at age 60.)

(iv) The early retirement benefit for Par-
ticipant A with respect to the decrement at
age 61 that is taken into account in deter-
mining the funding target for the 2010 plan
year is $4,529.60 [$5,960 accrued benefit x (1 —
0.005 x 48 months)]. The portion of the early
retirement benefit that is taken into ac-
count for Participant A with respect to the
decrement at age 61 that is taken into ac-
count in determining the target normal cost
for the 2010 plan year is $608 [$800 expected
annual accrual x (1 — 0.005 x 48 months)].

Example 2. (i) The facts are the same as in
Example 1. In addition, the plan offers a $500
temporary monthly supplement to partici-
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pants who complete 15 years of service and
retire from active employment after attain-
ing age 60. The temporary supplement is pay-
able until the participant turns age 62. In ad-
dition, the supplement is limited so that it
does not exceed the participant’s Social Se-
curity benefit payable at age 62. On January
1, 2010, Participant B is age 55 and has 20
years of past service, and Participant C is
age 60 and has 14 years of past service. For
Participants B and C, the projected Social
Security benefit is greater than $500 per
month.

(ii) Because the temporary supplement is
not a function of the participant’s accrued
benefit or service, the allocation of the ben-
efit for purposes of determining the target
normal cost and funding target is made
under paragraph (c)(1)(ii)(D) of this section.
The portion of the annual temporary supple-
ment for Participant B with respect to the
early retirement decrement occurring at age
60 that is taken into account in determining
the funding target for the 2010 plan year is
$4,800 [($500 x 12 months) x 20 years of past
service + 25 years of service at assumed early
retirement age]. The portion of the annual
temporary supplement for Participant B
with respect to the early retirement decre-
ment occurring at age 61 that is taken into
account in determining the funding target
for the 2010 plan year is $4,615 [($500 x 12
months) x 20 years of past service + 26 years
of service at assumed early retirement age].
In each case, the allocable portion of the
benefit is assumed to be payable until age 62
(or the participant’s death, if earlier).

(iii) For Participant B, the portion of the
annual temporary supplement with respect
to the early retirement decrement occurring
at age 60 that is taken into account in deter-
mining the target normal cost for the 2010
plan year is $240 [($500 x 12 months) x 1 year
of service expected to be earned during the
plan year + 25 years of service at assumed
early retirement age]. The portion of the an-
nual temporary supplement with respect to
the early retirement decrement occurring at
age 61 that is taken into account in deter-
mining the target normal cost for the 2010
plan year is $230.77 [($500 x 12 months) x 1
year of service expected to be earned during
the plan year + 26 years of service at assumed
early retirement age]. The present value of
these amounts reflects a payment period be-
ginning with the decrement at age 60 or 61,
as applicable, until age 62 (or assumed death,
if earlier).

(iv) For Participant C, the portion of the
annual temporary supplement with respect
to the early retirement decrement occurring
at age 61 (when the participant is first eligi-
ble for the benefit) that is taken into ac-
count in determining the funding target for
the 2010 plan year is $5,600 [($500 x 12 months)
x 14 years of past service + 15 years of service
at assumed early retirement age]. The
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present value of this amount reflects a pay-
ment period beginning with the decrement at
age 61 until age 62 (or death if earlier).

Example 3. (i) The facts are the same as in
Example 1. The plan also provides a single-
sum death benefit (in addition to the quali-
fied pre-retirement spouse’s benefit) equal to
the greater of the participant’s annual ac-
crued benefit at the time of death, or $10,000.
The benefit is limited as necessary to ensure
that the plan meets the incidental death
benefit requirements of section 401(a).

(ii) The determination of the portion of the
death benefit that is taken into account in
determining the target normal cost and
funding target is made under paragraph
(c)(1)(i)(B) of this section to the extent that
it is a function of the participant’s accrued
benefit and under paragraph (c)(1)(ii)(D) of
this section to the extent that it relates to
the part of the death benefit that is not a
function of the participant’s accrued benefit.

(iii) The portion of the single-sum death
benefit corresponding to the accrued benefit,
or $5,960, is taken into account when deter-
mining the 2010 funding target for Partici-
pant A.

(iv) The excess of the death benefit over
Participant A’s accrued benefit is $4,040 (that
is, $10,000 — $5,960). Because this part of the
death benefit is not a function of the partici-
pant’s accrued benefit nor is it a function of
service, the determination of the cor-
responding portion of the death benefit
taken into account in determining the target
normal cost and funding target for 2010 is
made under paragraph (c)(1)({i)(D) of this
section. For example, for Participant A, the
portion of this benefit with respect to the
death decrement occurring at age 64 that is
taken into account for purposes of deter-
mining the funding target for the 2010 plan
year is $3,030 ($4,040 x 12 years of past service
+ 16 years of service at assumed age of
death).

(v) The total single-sum death benefit for
Participant A with respect to the death dec-
rement at age 64 that is taken into account
in determining the funding target for the
2010 plan year is $8,990 ($5,960 + $3,030).

(vi) Similarly, the portion of the single-
sum death benefit for Participant A that is
taken into account in determining the target
normal cost for the 2010 plan year is equal to
the sum of the expected increase in the ac-
crued benefit during 2010, and the expected
change in the allocable portion of the excess
death benefit attributable to service during
2010 as determined in accordance with para-
graph (c)(1)(di)(D) of this section. As de-
scribed in Example 1, the expected increase in
Participant A’s accrued benefit during 2010 is
$800, to the extent that Participant A is ex-
pected to continue in employment for the
full 2010 plan year.

(vii) At the end of 2010, Participant A’s ac-
crued benefit is expected to be $6,760 ($5,960 +
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$800). The excess portion of the single-sum
death benefit to be allocated in accordance
with paragraph (c)(1)(ii)(D) of this section is
$3,240 ($10,000 — $6,760), and the allocable por-
tion of the excess benefit for Participant A
as of December 31, 2010, with respect to the
death decrement at age 64, is $2,632.50 ($3,240
x 13 years of service as of December 31, 2010
+ 16 years of service at assumed age of
death). The change in the allocable portion
of Participant A’s excess death benefit due
to an additional year of service, with respect
to the death decrement at age 64, is a de-
crease of $397.50. Therefore, the target nor-
mal cost for the 2010 plan year attributable
to Participant A, with respect to the death
decrement at age 64, will reflect a single-sum
death benefit of $402.50 ($800 expected in-
crease in Participant A’s accrued benefit
minus a $397.50 expected decrease in the allo-
cable portion of the death benefit in excess
of the accrued benefit).

Example 4. (i) The facts are the same as in
Example 3, except that the plan provides a
single-sum death benefit equal to the greater
of the present value of the qualified pre-re-
tirement survivor annuity or 100 times the
amount of the participant’s monthly retire-
ment benefit with service projected to nor-
mal retirement age. The valuation is based
on the assumption that all surviving spouses
choose to receive their benefit in the form of
a single sum. For Participant A, the value of
the qualified pre-retirement survivor annu-
ity is less than 100 times Participant A’s pro-
jected monthly retirement benefit.

(ii) The allocation of the death benefit that
is a function of Participant A’s accrued ben-
efit is based on service and compensation to
the first day of the plan year for purposes of
determining the funding target, and the allo-
cation of the death benefit that is a function
of the increase in Participant A’s accrued
benefit during the plan year for purposes of
determining the target normal cost is made
in accordance with paragraph (c)(1)(ii)(B) of
this section. As described in Example 1, Par-
ticipant A’s accrued benefit based on service
and compensation as of January 1, 2010, is
$5,960, or $496.67 per month. Accordingly, the
portion of the single-sum death benefit cor-
responding to the accrued benefit, or $49,667
(100 times $496.67), is taken into account
when determining the 2010 funding target for
Participant A.

(iii) In addition, the funding target and the
target normal cost reflect a portion of Par-
ticipant A’s death benefit in excess of the
amount based on Participant A’s accrued
benefit. Based on Participant A’s average
compensation as of the first day of the plan
year, Participant A’s accrued benefit with
service projected to normal retirement is
$8,443 [.01 x 17 years of service at age 65 x
(847,000 + $50,000 + $52,000) + 3], or $703.61 per
month. The corresponding death benefit is
$70,361.
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(iv) The excess of the death benefit over
Participant A’s accrued benefit as of Janu-
ary 1, 2010, is $20,694 (that is, $70,361 -—
$49,667). Because this part of the death ben-
efit is not a function of Participant A’s ac-
crued benefit or service, the portion that is
taken into account in determining the fund-
ing target is determined under paragraph
(c)(1)(i)(D) of this section. For Participant
A, the portion of this benefit with respect to
the death decrement occurring at age 64 that
is taken into account when determining the
funding target for the 2010 plan year is
$15,521 ($20,694 x 12 years of past service + 16
yvears of service at assumed age of death).
The total single-sum death benefit for Par-
ticipant A with respect to the death decre-
ment at age 64 reflected in the funding tar-
get for the 2010 plan year is $65,188 ($49,667 +
$15,521).

(v) Similarly, the portion of the single-sum
death benefit for Participant A that is taken
into account when determining the target
normal cost for 2010 is equal to the sum of
the death benefit based on the expected in-
crease in the accrued benefit during 2010 and
the expected change in the allocable portion
of the excess death benefit attributable to
service during 2010 as determined in accord-
ance with paragraph (c)(1)(ii)(D) of this sec-
tion.

(vi) At the end of 2010, Participant A’s ac-
crued benefit is expected to be $6,760 ($5,960 +
$800), or $563.33 per month, and the associ-
ated death benefit is $56,333. The expected in-
crease in the amount of the death benefit at-
tributable to the increase in Participant A’s
accrued benefit is therefore $6,666 ($56,333 —
$49,667).

(vii) Participant A’s projected accrued ben-
efit at normal retirement based on average
compensation as of the end of 2010 is $8,840
[.01 x 17 years of service at age 65 x ($50,000 +
$52,000 + $54,000) + 3], or $736.67 per month.
The corresponding death benefit is $73,667.
The excess portion of the single-sum death
benefit to be allocated in accordance with
paragraph (c)(1)(ii)(D) of this section is
$17,334 (873,667 — $56,333), and the allocable
portion of the excess benefit for Participant
A as of December 31, 2010, with respect to the
death decrement at age 64, is $14,084 ($17,334
x 13 years of service as of December 31, 2010
+ 16 years of service at assumed age of
death).

(viii) The change in the allocable portion
of Participant A’s excess death benefit dur-
ing 2010, with respect to the death decrement
at age 64, is a decrease of $1,437 ($14,084 —
$15,621). Therefore, the target normal cost
for the 2010 plan year attributable to Partici-
pant A, with respect to the death decrement
at age 64, will reflect a single-sum death ben-
efit of $5,229 ($6,666 expected increase in Par-
ticipant A’s death benefit based on the ex-
pected increase in the accrued benefit, minus
an expected decrease of $1,437 in the amount
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of the death benefit in excess of the amount
attributable to the accrued benefit).

Example 5. (i) The facts are the same as in
Example 1. In addition, the plan provides a
disability benefit to participants who be-
come disabled after completing 15 years of
service. The disability benefit is payable at
normal retirement age or an earlier date if
elected by a participant. For purposes of cal-
culating the disability benefit, service con-
tinues to accrue until normal retirement age
(unless recovery or commencement of retire-
ment benefits occurs earlier). Further, com-
pensation is deemed to continue at the same
rate as when the disability began.

(ii) Participant A will be eligible for the
disability benefit at age 63 after completion
of 15 years of service. Participant A’s annual
disability benefit at normal retirement age
is $9,180 (that is, 1% of highest 3-year average
compensation of $54,000 multiplied by 17
years of deemed service at normal retire-
ment age).

(iii) The portion of the disability benefit
based on the participant’s accrued benefit as
of the valuation date that is taken into ac-
count in determining the target normal cost
and funding target is determined in accord-
ance with paragraph (c¢)(1)(ii)(B) of this sec-
tion. Accordingly, the portion of the dis-
ability benefit corresponding to Participant
A’s accrued benefit as of January 1, 2010, or
$5,960, is taken into account when deter-
mining the 2010 funding target.

(iv) The excess of Participant A’s disability
benefit over the accrued benefit as of Janu-
ary 1, 2010, is $3,220 ($9,180 — $5,960). Because
this portion of the disability benefit is not
based on Participant A’s accrued benefit or
service, the portion that is taken into ac-
count in determining the funding target is
determined under paragraph (c)(1)(ii)(D) of
this section. The portion of Participant A’s
excess disability benefit with respect to the
disability decrement occurring at age 63 that
is taken into account when determining the
2010 funding target is $2,576 [$3,220 x (12 years
of past service + 15 years of service at as-
sumed date of disability)]. The total dis-
ability benefit for Participant A, with re-
spect to the disability decrement occurring
at age 63, that is taken into account in de-
termining the funding target for the 2010
plan year is $8,536 ($5,960 + $2,576).

(v) The portion of Participant A’s dis-
ability benefit with respect to the disability
decrement occurring at age 64 that is taken
into account when determining the 2010
funding target is $8,375 [$5,960 + $3,220 x (12
years of past service + 16 years of service at
assumed date of disability)].
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(vi) If in fact Participant A becomes dis-
abled at age 63, the funding target will re-
flect the full disability benefit to which Par-
ticipant A will be entitled at normal retire-
ment age, based on service projected to nor-
mal retirement age (17 years) and final aver-
age compensation reflecting compensation
projected to normal retirement age at the
rate Participant A was earning at the time
of disablement.

Example 6. (i) The facts are the same as in
Example 5, except that the disability benefit
is based on the accrued benefit calculated
using service and compensation earned to
the date of disability.

(ii) Because the disability benefit is a func-
tion of the participant’s accrued benefit, the
portion of Participant A’s disability benefit
that is taken into account when determining
the funding target for the 2010 plan year is
Participant A’s annual accrued benefit as of
January 1, 2010, or $5,960, as determined in
Example 1. This amount is taken into ac-
count for both the disability decrement oc-
curring at age 63 and the disability decre-
ment occurring at age 64.

(iii) Similarly, the benefit accrual for Par-
ticipant A with respect to the disability
decrements occurring at age 63 and age 64
that is taken into account when determining
the target normal cost for the 2010 plan year
is equal to Participant A’s expected benefit
accrual for 2010 determined in Example 1, or
$800.

Example 7. (i) Retiree D, a participant in
Plan P, is a male age 72 and is receiving a
$100 monthly straight life annuity. The 2009
actuarial valuation is performed using the
segment rates applicable for September 2008
(determined without regard to the transition
rule of section 430(h)(2)(G)), and the 2009 an-
nuitant and nonannuitant (male and female)
mortality tables (published in Notice 2008-
85). See §601.601(d)(2) relating to objectives
and standards for publishing regulations,
revenue rulings and revenue procedures in
the Internal Revenue Bulletin.

(ii) The present value of Retiree D’s
straight life annuity on the valuation date is
$10,635.79. This is equal to the sum of:
$5,029.99, which is the present value of pay-
ments expected to be made during the first 5
years, using the first segment interest rate
of 5.07%; $5,322.26, which is the present value
of payments expected to be made during the
next 15 years, using the second segment in-
terest rate of 6.09%; and $183.54, which is the
present value of payments expected to be
made after 20 years, using the third segment
interest rate of 6.56%.

Example 8. (i) The facts are the same as in
Example 7. Plan P does not provide for early
retirement benefits or single-sum distribu-
tions. The actuary assumes that no partici-
pants terminate employment prior to age 50
(other than by death), there is a 5% prob-
ability of withdrawal at age 50, and that
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those participants who withdraw receive a
deferred annuity starting at age 65. Partici-
pant E is a male age 46 on January 1, 2009,
and has an annual accrued benefit of $23,000
beginning at age 65.

(ii) Before taking into account the 5%
probability of withdrawal, the funding target
associated with Participant E’s assumed age
50 withdrawal benefit in the 2009 actuarial
valuation is $68,396.75. This is equal to the
sum of: $6,925.29, which is the present value
of payments expected to be made during the
year the participant turns age 65 (the 20th
year after the valuation date), using the sec-
ond segment interest rate of 6.09%; and
$61,471.46, which is the present value of pay-
ments expected to be made after the 20th
year, using the third segment interest rate
of 6.56%.

(iii) Taking the 5% probability of with-
drawal into account, the funding target for
the 2009 plan year associated with Partici-
pant E’s assumed age 50 withdrawal benefit
is $3,419.84 ($68,396.75 x 5%).

Example 9. (i) The facts are the same as in
Example 8, except the plan offers a single-
sum distribution payable at normal retire-
ment age (age 65) determined based on the
applicable interest rates and the applicable
mortality table under section 417(e)(3). The
actuary assumes that 70% of the participants
will elect a single sum upon retirement and
the remaining 30% will elect a straight life
annuity.

(ii) Before taking into account the 5%
probability of withdrawal or the 70% prob-
ability of electing a single-sum payment, the
portion of the 2009 funding target that is at-
tributable to Participant E’s assumed single-
sum payment, deferred to age 65, is $70,052.30.
This is calculated in the same manner as the
present value of annuity payments, except
that, for the period after the annuity start-
ing date, the 2009 applicable mortality rates
are substituted for the 2009 male annuitant
mortality rates. This portion of the funding
target for the 2009 plan year is equal to the
sum of: $6,929.00, which is the present value
of annuity payments expected to be made be-
tween age 65 and 66 (during the 20th year
after the valuation date), using the second
segment interest rate of 6.09%; and $63,123.30,
which is the present value of annuity pay-
ments expected to be made after the 20th
year following the valuation date, using the
third segment interest rate of 6.56%. These
present value amounts reflect the 2009 male
nonannuitant mortality rates prior to the
assumed commencement of benefits at age 65
and the 100% probability of retiring at age
65.

(iii) Taking the 5% probability of with-
drawal and the 70% probability of electing a
single-sum payment into account, the por-
tion of the 2009 funding target attributable
to Participant E’s assumed single-sum pay-
ment based on withdrawal at age 50 is
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$2,451.83 ($70,052.30 x 5% x 70%). After taking
into account the 5% probability of with-
drawal and the 30% probability of electing a
straight life annuity, the portion of the 2009
funding target that is attributable to Partic-
ipant E’s assumed straight life annuity
(based on assumed withdrawal at age 50), de-
ferred to age 65, is equal to 30% of the result
obtained in Example 8.

Example 10. (i) The facts are the same as in
Example 9, except the plan offers an imme-
diate single sum upon withdrawal at age 50
determined based on the applicable interest
rates and the applicable mortality table
under section 417(e)(3). The actuary assumes
that 70% of the participants will elect to re-
ceive a single-sum distribution upon with-
drawal.

(ii) Before taking into account the 5%
probability of withdrawal and the 70% prob-
ability of electing a single-sum payment, the
portion of the funding target for the 2009
plan year that is attributable to Participant
E’s assumed single-sum payment based on
withdrawal at age 50 is $68,908.39. This is cal-
culated in the same manner as the present
value of annuity payments, except that the
2009 applicable mortality rates are sub-
stituted for the 2009 male annuitant and non-
annuitant mortality rates after the annuity
starting date. This portion of the 2009 fund-
ing target is equal to the sum of $6,815.85,
which is the present value of annuity pay-
ments expected to be made between age 65
and 66 (during the 20th year after the valu-
ation date), using the second segment inter-
est rate of 6.09%, and $62,092.54, which is the
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present value of annuity payments expected
to be made after the 20th year following the
valuation date, using the third segment in-
terest rate of 6.56%. These present value
amounts reflect the 2009 male nonannuitant
mortality rates prior to the assumed single-
sum distribution age of 50.

(iii) Applying the 5% probability of with-
drawal at age 50 and the 70% probability of
electing a single-sum payment, the portion
of the funding target for the 2009 plan year
that is attributable to Participant E’s as-
sumed single-sum payment (based on with-
drawal at age 50) is $2,411.79 ($68,908.39 x 5% x
70%).

Example 11. (i) The facts are the same as in
Example 8, except that the plan sponsor
elects under section 430(h)(2)(D)(ii) to use the
monthly corporate bond yield curve instead
of segment rates. The enrolled actuary as-
sumes payments are made monthly through-
out the year and uses the interest rate from
the middle of the monthly corporate bond
yield curve because this mid-year yield rate
most closely matches the average timing of
benefits paid. In accordance with §1.430(h)(2)-
1(e)(4), the applicable monthly corporate
bond yield curve is the yield curve derived
from December 2008 rates.

(ii) Before taking into account the 5%
probability of withdrawal, the funding target
associated with Participant E’s assumed age
50 withdrawal benefit in the 2009 actuarial
valuation is $67,394.12. This reflects the sum
of each year’s expected payments, discounted
at the yield rates described in paragraph (i)
of this Example 11, as shown below:

Age Maturity Yield rate Present value

65 ... 195 .. 6.97% ... $5,897.88
66 . 20.5 6.90% 5,524.69
67 ... 215 .. 6.84% ... 5,164.63
68 and over ... Varies ..... Varies . 50,806.92
TOMAL e | et | et 67,394.12

(iii) Applying the 5% probability of with-
drawal, the portion of the funding target for
the 2009 plan year attributable to Partici-
pant E’s assumed withdrawal at age 50 is
$3,369.71 ($67,394.12 x 5%).

Example 12. (i) The facts are the same as in
Example 10, except that the plan determines
the amount of the immediate single-sum dis-
tribution upon withdrawal at age 50 based on
the applicable interest rates under section
417(e)(3) or an interest rate of 6.25%, which-
ever produces the higher amount. The appli-
cable mortality table under section 417(e)(3)
is used for both calculations.

(ii) Before taking into account the 5%
probability of withdrawal and the 70% prob-
ability of electing a single-sum payment, the
present value of Participant E’s single-sum
distribution as of January 1, 2009, using an

interest rate of 6.256%, based on withdrawal
at age 50, is $77,391.88. This amount is deter-
mined by calculating the projected single-
sum distribution at age 50 using the applica-
ble mortality rate under section 417(e)(3) and
an interest rate of 6.25%, or $94,789.10, and
discounting the result to the January 1, 2009,
valuation date using the first segment rate
of 5.07% (because the single-sum distribution
is assumed to be paid 4 years after the valu-
ation date) and the male non-annuitant mor-
tality rates for 2009.

(iii) Before taking into account the 5%
probability of withdrawal and the 70% prob-
ability of electing a single-sum payment, the
present value as of January 1, 2009, of Partic-
ipant E’s age-50 single-sum distribution
using the applicable interest rates and appli-
cable mortality table under section 417(e)(3)
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is $68,908.39, as developed in Example 10. Cor-
responding to plan provisions, the present
value reflected in the funding target is the
larger of this amount or the present value of
the amount based on a 6.25% interest rate, or
$77,391.88.

(iv) Applying the 5% probability of with-
drawal at age 50 and the 70% probability of
electing a single-sum payment, the portion
of the funding target for the 2009 plan year
that is attributable to Participant E’s as-
sumed single-sum payment (based on with-
drawal at age 50) is $2,708.72 ($77,391.88 x 5% x
70%).

Example 13. (i) Plan Q is a cash balance
plan that permits an immediate payment of
a single sum equal to the participant’s hypo-
thetical account balance upon termination
of employment. Plan Q’s terms provide that
the hypothetical account is credited with in-
terest at a market-related rate, based on a
specified index. The January 1, 2009, actu-
arial valuation is performed using the 24-
month average segment rates applicable for
September 2008 (determined without regard
to the transition rule of section 430(h)(2)(G)).
Participant F is a male age 61 on January 1,
2009, and has a hypothetical account balance
equal to $150,000 on that date. In the 2009 ac-
tuarial valuation, the enrolled actuary as-
sumes that the hypothetical account bal-
ances will increase with annual interest
credits of 7% until the participant com-
mences receiving his or her benefit, cor-
responding to the actuary’s best estimate of
future interest rates credited under the
terms of the plan. The actuary also assumes
that all participants will retire on the first
day of the plan year in which they attain age
65 (that is, no participant will terminate em-
ployment prior to age 65 other than by
death), and that 100% of participants will
elect a single sum upon retirement.

(ii) Participant F’s hypothetical account
balance projected to January 1, 2013 (the
plan year in which F attains age 65) is
$196,619.40 based on the assumed annual in-
terest crediting rate of 7%. The funding tar-
get for the 2009 plan year attributable to
Participant F’s benefit at age 65 is
$158,5625.81, which 1is calculated by dis-
counting the projected hypothetical account
balance of $196,619.40 using the first segment
rate of 5.07% and the male non-annuitant
mortality rates.

Example 14. (i) The facts are the same as in
Example 13, except that the actuary assumes
that 10% of the participants will choose to
collect their benefits in the form of a
straight life annuity. The plan provides that
the participant’s account balance at retire-
ment is converted to an annuity using the
applicable interest rates and applicable mor-
tality table under section 417(e)(3).

(ii) Participant F’s hypothetical account
balance projected to January 1, 2013 (the
plan year in which F attains age 65) is
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$196,619.40, as outlined in Example 13. This
amount is converted to an annuity payable
commencing at age 65 by dividing the pro-
jected account balance by an annuity factor
based on the applicable mortality table for
2009 under section 417(e)(3) (corresponding to
the valuation date) and the interest rates
used for the valuation. The resulting annuity
factor is 10.8321, reflecting one year of inter-
est at the first segment rate (56.07%) cor-
responding to the first year of the expected
annuity payments (the fifth year after the
valuation date), 15 years of interest at the
second segment rate (6.09%) and all remain-
ing years at the third segment rate (6.56%).
The projected future annuity is therefore
$196,619.40 divided by 10.8321, or $18,151.55 per
year.

(iii) Before taking into account the 10%
probability that the participant will elect to
take the distribution in the form of a life-
time annuity, the funding target associated
with the future annuity payout for Partici-
pant F is $149,120.41. This is equal to the sum
of $14,242.79, which is the present value of the
annuity payment expected to made during
the year the participant turns age 65 (the 5th
year after the valuation date), using the first
segment interest rate of 5.07%; $116,321.72,
which is the present value of payments ex-
pected to be made during the 6th through the
20th years following the valuation date,
using the second segment interest rate of
6.09%; and $18,555.90, which is the present
value of payments expected to be made after
the 20th year following the valuation date,
using the third segment interest rate of
6.56%.

(iv) Applying the 10% probability of elect-
ing a lifetime annuity, the portion of the
2009 funding target attributable to Partici-
pant F’s assumed lifetime annuity payable
at age 65 is $14,912.04. The portion of the 2009
funding target attributable to Participant
F’s assumed single-sum payment is 90% of
the result obtained in Example 13.

Example 15. (i) Plan H provides a monthly
benefit of $50 times service for all partici-
pants. Plan H has a funding target of
$1,000,000 and an actuarial value of assets of
$810,000 as of January 1, 2010. No annuity
contracts have been purchased, and Plan H
has no funding standard carryover balance or
prefunding balance as of January 1, 2010. The
enrolled actuary certifies that the January
1, 2010, AFTAP is 81%. Effective July 1, 2010,
Plan H is amended on June 14, 2010, to in-
crease the plan’s monthly benefit to $565 for
years of service earned on or after July 1,
2010. The present value of the increase in
plan benefits during 2010 (reflecting benefit
accruals attributable to the six months be-
tween July 1, 2010, and December 31, 2010) is
$25,000.

(ii) The amendment increases benefits for
future service only, and so the funding tar-
get is unaffected. Since section 436(c) only
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restricts plan amendments that increase
plan liabilities, the plan amendment can
take effect.

(iii) If the $25,000 present value of the in-
crease in plan benefits during 2010 were in-
cluded in Plan H’s funding target of
$1,000,000, the total would be $1,025,000, and
the AFTAP would be 79.02% (that is, $810,000/
$1,025,000). Since this is less than 80%, the
amendment would not have been permitted
to take effect if the 2010 increase were in-
cluded in the funding target instead of target
normal cost.

(iv) Because the amendment was adopted
after the January 1, 2010, valuation date, the
plan sponsor would generally have the option
of deciding whether to reflect this amend-
ment in the January 1, 2010, valuation or
defer recognition of the amendment to the
January 1, 2011, valuation. However, under
paragraph (d)(2) of this section, because the
plan amendment would not have been per-
mitted to take effect under the provisions of
section 436 if the increase in the target nor-
mal cost for the plan year had been taken
into account in the funding target, the actu-
ary must take into account the amendment
in the January 1, 2010, valuation for purposes
of section 430. Thus, the target normal cost
for the plan year includes the $25,000 that re-
sults from the plan amendment.

(g) Effective/applicability dates and
transition rules—(1) Statutory effective
date/applicability date—({) In general.
Section 430 generally applies to plan
years beginning on or after January 1,
2008. The applicability of section 430 for
purposes of determining the minimum
required contribution is delayed for
certain plans in accordance with sec-
tions 104 through 106 of PPA ’06.

(ii) Applicability of special adjustments.
The special adjustments of paragraph
(b)(1)(iii) of this section (relating to ad-
justments to the target normal cost for
plan-related expenses and mandatory
employee contributions) apply to plan
years beginning after December 31,
2008. In addition, a plan sponsor may
elect to make the special adjustments
of paragraph (b)(1)(iii) of this section
for a plan year beginning in 2008. This
election must take into account both
adjustments described in paragraph
(b)(1)(iii) of this section. This election
is subject to the same rules that apply
to an election to add an amount to the
plan’s prefunding balance pursuant to
§1.430(f)-1(f), and it must be made in
the same manner as the election made
under §1.430(f)-1(f). Thus, the election
can be made no later than the last day
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for making the minimum required con-
tribution for the plan year to which
the election relates.

(2) Effective date/applicability date of
regulations. This section applies to plan
years beginning on or after January 1,
2010, regardless of whether section 430
applies to determine the minimum re-
quired contribution for the plan year.
For plan years beginning before Janu-
ary 1, 2010, plans are permitted to rely
on the provisions set forth in this sec-
tion for purposes of satisfying the re-
quirements of section 430.

(3) Approval for changes in funding
method—(1) 2008 plan year. Any changes
in a plan’s funding method that are
made for the first plan year beginning
in 2008 that are not inconsistent with
the requirements of section 430 are
treated as having been approved by the
Commissioner and do not require the
Commissioner’s specific prior approval.

(i1) Application of this section—(A)
First plan year for which regulations are
effective. Except as otherwise provided
in paragraph (g)(3)(ii)(B) of this sec-
tion, any change in a plan’s funding
method for the first plan year that be-
gins on or after January 1, 2010, is
treated as having been approved by the
Commissioner and does not require the
Commissioner’s specific prior approval.

(B) Optional earlier application of regu-
lations. For the first plan year that a
plan applies all the provisions of this
section, §§1.430(f)-1, 1.430(g)-1, 1.430(1)-1,
and 1.436-1, any change in a plan’s
funding method for that plan year is
treated as having been approved by the
Commissioner and does not require the
Commissioner’s specific prior approval.
For example, if the change in funding
method includes a change in the valu-
ation software, the change in the valu-
ation software is treated as having
been approved by the Commissioner
and does not require the Commis-
sioner’s specific prior approval. If that
plan year begins before January 1, 2010,
the automatic approval for a change in
funding method under paragraph
(2)(3)(ii)(A) of this section does not
apply to the plan.

(C) Special rule for changes in alloca-
tion. Any change in a plan’s funding
method for a plan year earlier than the
first plan year beginning on or after
January 1, 2010, that is necessary to
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apply the rules of paragraph (c¢)(1)(ii) of
this section is treated as having been
approved by the Commissioner and
does not require the Commissioner’s
specific prior approval.

(iii) First plan year for which section
430 applies to determine minimum fund-
ing. For a plan for which the minimum
required contribution is not deter-
mined under section 430 for the first
plan year that begins on or after Janu-
ary 1, 2008, pursuant to sections 104
through 106 of PPA ’06, any change in a
plan’s funding method for the first plan
year to which section 430 applies to de-
termine the plan’s minimum required
contribution is treated as having been
approved by the Commissioner and
does not require the Commissioner’s
specific prior approval.

(4) Approval for changes in actuarial
assumptions. The Commissioner’s spe-
cific prior approval is not required with
respect to any actuarial assumptions
that are adopted for the first plan year
for which section 430 applies to deter-
mine the minimum required contribu-
tion for the plan and that are not in-
consistent with the requirements of
section 430.

(5) Transition rule for determining
funding target attainment percentage for
the 2007 plan year—(i) In general. For
purposes of the first plan year begin-
ning on or after January 1, 2008, the
funding target attainment percentage
for the plan’s prior plan year (the 2007
plan year) is determined as the fraction
(expressed as a percentage), the numer-
ator of which is the value of plan assets
determined under paragraph (g)(5)(ii) of
this section, and the denominator of
which is the plan’s current liability de-
termined pursuant to section 412(1)(7)
(as in effect prior to amendment by
PPA ’06) as of the valuation date for
the 2007 plan year.

(i1) Determination of value of plan as-
sets—(A) In general. The value of plan
assets for the 2007 plan year under this
paragraph (g)(5)(ii)(A) is determined as
the value of plan assets as described in
paragraph (g)(5)(ii)(B) of this section,
reduced by the plan’s funding standard
account credit balance for the 2007 plan
year as described in paragraph
(2)(b)(iii)(A) of this section except to
the extent provided in paragraph
(2)(b)(1ii)(B) of this section.
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(B) Value of plan assets. The value of
plan assets for the 2007 plan year under
this paragraph (g)(6)(ii)(B) is deter-
mined under section 412(c)(2) as in ef-
fect for the 2007 plan year, except that
the value of plan assets prior to sub-
tracting the plan’s funding standard
account credit balance described in
paragraph (g)(5)(iii)(A) of this section
must be adjusted so that it is neither
less than 90 percent of the fair market
value of plan assets nor greater than
110 percent of the fair market value of
plan assets on the valuation date for
that plan year. If the value of plan as-
sets prior to adjustment under this
paragraph (g)(5)(ii)(B) is less than 90
percent of the fair market value of plan
assets on the valuation date, then the
value of plan assets under this para-
graph (g)(5)(ii)(B) is equal to 90 percent
of the fair market value of plan assets.
If the value of plan assets determined
under this paragraph (g)(5)(ii)(B) is
greater than 110 percent of the fair
market value of plan assets on the
valuation date, then the value of plan
assets under this paragraph (g)(5)(ii)(B)
is equal to 110 percent of the fair mar-
ket value of plan assets.

(iii) Subtraction of credit balance—(A)
In general. If a plan has a funding
standard account credit balance as of
the valuation date for the 2007 plan
year, then, except as described in para-
graph (g)(5)(iii)(B) of this section, that
balance is subtracted from the value of
plan assets described in paragraph
(2)(6)(i1)(B) of this section as of that
valuation date to determine the value
of plan assets for the 2007 plan year.
However, the value of plan assets is not
reduced below zero.

(B) Effect of funding standard carry-
over balance reduction for the 2008 plan
year. Notwithstanding the rules of
paragraph (g)(5)(iii)(A) of this section,
for the first plan year beginning in
2008, if the employer has made an elec-
tion to reduce some or all of the fund-
ing standard carryover balance as of
the first day of that year in accordance
with §1.430(f)-1(e), then the present
value (determined as of the valuation
date for the 2007 plan year using the
valuation interest rate for that 2007
plan year) of the amount so reduced is
not treated as part of the funding
standard account credit balance when
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that balance is subtracted from the
value of plan assets pursuant to para-
graph (g)(5)(iii)(A) of this section.

[T.D 9467, 74 FR 53035, Oct. 15, 2009]

§1.430()-1 Effect of prefunding bal-
ance and funding standard carry-
over balance.

(a) In general—(1) Overview. This sec-
tion provides rules relating to the ap-
plication of prefunding and funding
standard carryover balances under sec-
tion 430(f). Section 430 and this section
apply to single employer defined ben-
efit plans (including multiple employer
plans) that are subject to section 412,
but do not apply to multiemployer
plans (as defined in section 414(f)).
Paragraph (b) of this section sets forth
rules regarding a plan’s prefunding bal-
ance and a plan sponsor’s election to
maintain a funding standard carryover
balance. Paragraph (c) of this section
provides rules under which those bal-
ances must be subtracted from plan as-
sets. Paragraph (d) of this section de-
scribes a plan sponsor’s election to use
those balances to offset the minimum
required contribution. Paragraph (e) of
this section describes a plan sponsor’s
election to reduce those balances
(which will affect the determination of
the value of plan assets for purposes of
sections 430 and 436). Paragraph (f) of
this section sets forth rules regarding
elections under this section. Paragraph
(g) of this section contains examples.
Paragraph (h) of this section contains
effective/applicability dates and transi-
tion rules.

(2) Special rules for multiple employer
plans. In the case of a multiple em-
ployer plan to which section
413(c)(4)(A) applies, the rules of this
section are applied separately for each
employer under the plan, as if each em-
ployer maintained a separate plan.
Thus, each employer under such a mul-
tiple employer plan may have a sepa-
rate funding standard carryover bal-
ance and a prefunding balance for the
plan. In the case of a multiple em-
ployer plan to which section
413(c)(4)(A) does not apply (that is, a
plan described in section 413(c)(4)(B)
that has not made the election for sec-
tion 413(c)(4)(A) to apply), the rules of
this section are applied as if all partici-
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pants in the plan were employed by a
single employer.

(b) Maintenance of balances—(1)
Prefunding balance—(i) In general. A
plan sponsor is permitted to elect to
maintain a prefunding balance for a
plan. A prefunding balance maintained
for a plan consists of a beginning bal-
ance of zero, increased by the amount
of excess contributions to the extent
the employer elects to do so as de-
scribed in paragraph (b)(1)(ii) of this
section, and decreased to the extent
provided in paragraph (b)(1)(iii) of this
section. The plan sponsor’s initial elec-
tion to add to the prefunding balance
under paragraph (b)(1)(ii) of this sec-
tion constitutes an election to main-
tain a prefunding balance. The
prefunding balance is adjusted further
for investment return and interest as
provided in paragraphs (b)(3) and (b)(4)
of this section.

(ii) Increases—(A) In general. If the
plan sponsor of a plan elects to add to
the plan’s prefunding balance, as of the
first day of a plan year following the
first effective plan year for the plan,
the prefunding balance is increased by
the amount so elected by the plan
sponsor for the plan year. The amount
added to the prefunding balance cannot
exceed the present value of the excess
contributions for the preceding plan
year determined under paragraph
(b)(1)(i1)(B) of this section, increased
for interest in accordance with para-
graph (b)(1)(iv)(A) of this section.

(B) Present value of excess contribution.
The present value of the excess con-
tribution for the preceding plan year is
the excess, if any, of—

(I) The present value (determined
under the rules of  paragraph
(b)()(Ev)(B) of this section) of the em-
ployer contributions (other than con-
tributions to avoid or terminate ben-
efit limitations described in §1.436-
1(f)(2)) to the plan for such preceding
plan year; over

(2) The minimum required contribu-
tion for such preceding plan year.

(C) Treatment of unpaid minimum re-
quired contributions. For purposes of
this paragraph (b)(1)(ii), a contribution
made during a plan year to correct an
unpaid minimum required contribution
(within the meaning of section
4971(c)(4)) for a prior plan year is not
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treated as a contribution for the cur-
rent plan year.

(iii) Decreases. As of the first day of
each plan year, the prefunding balance
of a plan is decreased (but not below
zero) by the sum of—

(A) Any amount of the prefunding
balance that was used under paragraph
(d) of this section to offset the min-
imum required contribution of the plan
for the preceding plan year; and

(B) Any reduction in the prefunding
balance under paragraph (e) of this sec-
tion for the plan year.

(iv) Adjustments for interest—(A) Ad-
justment of excess contribution. The
present value of the excess contribu-
tion for the preceding year (as deter-
mined under paragraph (b)(1)(ii)(B) of
this section) is increased for interest
accruing for the period between the
valuation date for the preceding plan
yvear and the first day of the current
plan year. For this purpose, interest is
determined by using the plan’s effec-
tive interest rate under section
430(h)(2)(A) for the preceding plan year,
except to the extent provided in para-
graph (b)(3)(iii) of this section.

(B) Determination of present value. The
present value of the contributions de-
scribed in paragraph (b)(1)(ii)(B)(I) of
this section is determined as of the
valuation date for the preceding plan
year, using the plan’s effective interest
rate under section 430(h)(2)(A) for the
preceding plan year.

(2) Funding standard carryover bal-
ance—(@) In general. A funding standard
carryover balance is automatically es-
tablished for a plan that had a positive
balance in the funding standard ac-
count under section 412(b) (as in effect
prior to amendment by the Pension
Protection Act of 2006 (PPA ’06), Public
Law 109-280 (120 Stat. 780)) as of the end
of the pre-effective plan year for the
plan. The funding standard carryover
balance as of the beginning of the first
effective plan year for the plan is the
positive balance in the funding stand-
ard account under section 412(b) (as in
effect prior to amendment by PPA ’06)
as of the end of the pre-effective plan
year for the plan. After that date, the
funding standard carryover balance is
decreased to the extent provided in
paragraph (b)(2)(ii) of this section and
adjusted further for investment return
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and interest as provided in paragraphs
(b)(3) and (b)(4) of this section.

(ii) Decreases. As of the first day of
each plan year, the funding standard
carryover balance of a plan is de-
creased (but not below zero) by the sum
of—

(A) Any amount of the funding stand-
ard carryover balance that was used
under paragraph (d) of this section to
offset the minimum required contribu-
tion of the plan for the preceding plan
year; and

(B) Any reduction in the funding
standard carryover balance under para-
graph (e) of this section for the plan
year.

(3) Adjustments for investment experi-
ence—(i) In general. A plan’s prefunding
balance under paragraph (b)(1) of this
section and a plan’s funding standard
carryover balance under paragraph
(b)(2) of this section as of the first day
of a plan year must be adjusted to re-
flect the actual rate of return on plan
assets for the preceding plan year. For
this purpose, the actual rate of return
on plan assets for the preceding plan
year is determined on the basis of fair
market value and must take into ac-
count the amount and timing of all
contributions, distributions, and other
plan payments made during that pe-
riod.

(ii) Ordering rules for adjustments. In
general, the adjustment for actual rate
of return on plan assets is applied to
the balance after any reduction of
prefunding and funding standard carry-
over balances for that preceding plan
year under paragraph (e) of this section
and after subtracting amounts used to
offset the minimum required contribu-
tion for the preceding plan year pursu-
ant to paragraph (d) of this section.
However, see paragraph (d)(1)(ii)(D) of
this section for a special ordering rule
when adjusting for investment experi-
ence.

(iii) Special rule for excess contributions
attributable to use of funding balances.
Notwithstanding paragraph
(b)()(EV)(A) of this section, to the ex-
tent that a contribution is included in
the present value of excess contribu-
tions solely because the minimum re-
quired contribution has been offset
under paragraph (d) of this section, the
contribution is adjusted for investment
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experience under the rules of this para-
graph (b)(3).

(4) Valuation date other than the first
day of the plan year—(1) In general. If a
plan’s valuation date is not the first
day of the plan year, then, solely for
purposes of applying paragraphs (c),
(d), and (e) of this section, the plan’s
prefunding and funding standard carry-
over balances (if any) determined
under this paragraph (b) are increased
from the first day of the plan year to
the valuation date using the plan’s ef-
fective interest rate under section
430(h)(2)(A) for the plan year.

(i1) Special rule for adjustments for in-
vestment experience. In the case of a
plan with a valuation date that is not
the first day of the plan year, for pur-
poses of applying the subtraction under
paragraph (b)(3)(ii) of this section for
amounts used to offset the minimum
required contribution for the preceding
plan year and the decreases under para-
graphs (b)(1)(dii) and (b)(2)(ii) of this
section, the amount of the prefunding
balance or funding standard carryover
balance that is used to offset the min-
imum required contribution under
paragraph (d) of this section or reduced
under paragraph (e) of this section is
discounted from the valuation date to
the first day of the plan year using the
effective interest rate under section
430(h)(2)(A) for the plan year.

(5) Special rule for quarterly contribu-
tions—(i) Quarterly contributions due on
or after the valuation date. For purposes
of applying a prefunding balance or
funding standard carryover balance to
required installments described in sec-
tion 430(j)(3) that are due on or after
the valuation date for the plan year for
which they are due, the respective bal-
ances are increased from the beginning
of the year to the date of the election
(using the plan’s effective interest rate
for the plan year) to determine the
amount available to offset the required
quarterly installment. The amounts
used to offset required quarterly in-
stallments are then discounted from
that date to the first day of the plan
year for purposes of the subtraction
under paragraph (b)(3)(ii) of this sec-
tion and the decreases under para-
graphs (b)(1)(dii) and (b)(2)(ii) of this
section, using the effective interest
rate for the plan year. However, see
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paragraph (d)(1)(1)(B) of this section for
a special rule regarding late quarterly
installments when determining the
amount that is used to offset the min-
imum required contribution for the
plan year.

(i1) Quarterly contributions due before
the valuation date. [Reserved]

(c) Effect of balances on the value of
plan assets—(1) In general. In the case of
any plan with a prefunding balance or
a funding standard carryover balance,
the amount of those balances is sub-
tracted from the value of plan assets
for purposes of sections 430 and 436, ex-
cept as otherwise provided in para-
graphs (c)(2), (¢)3), and (d)(3) of this
section and §1.436-1(j)(1)(ii)(B).

(2) Subtraction of balances in deter-
mining new shortfall amortization base—
(i) Prefunding balance. For purposes of
determining whether a plan is exempt
from the requirement to establish a
new shortfall amortization base under
section 430(c)(b), the amount of the
prefunding balance is subtracted from
the value of plan assets only if an elec-
tion under paragraph (d) of this section
to use the prefunding balance to offset
the minimum required contribution is
made for the plan year.

(ii) Funding standard carryover bal-
ance. For purposes of determining
whether a plan is exempt from the re-
quirement to establish a new shortfall
amortization base under section
430(c)(b), the funding standard carry-
over balance is not subtracted from the
value of plan assets regardless of
whether any portion of either the fund-
ing standard carryover balance or the
prefunding balance is used to offset the
minimum required contribution for the
plan year under paragraph (d) of this
section.

(3) Special rule for certain binding
agreements with PBGC. If there is in ef-
fect for a plan year a binding written
agreement with the Pension Benefit
Guaranty Corporation (PBGC) which
provides that all or a portion of the
prefunding balance or funding standard
carryover balance (or both balances) is
not available to offset the minimum
required contribution for a plan year,
that specified amount is not subtracted
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from the value of plan assets for pur-
poses of determining the funding short-
fall under section 430(c)(4). For exam-
ple, if a plan has no prefunding balance
and a $20 million funding standard car-
ryover balance, a PBGC agreement pro-
vides that $56 million of a plan’s funding
standard carryover balance is unavail-
able to offset the minimum required
contribution for a plan year, and the
plan’s assets are $100 million, then the
value of plan assets for purposes of de-
termining the funding shortfall under
section 430(c)(4) is reduced by $15 mil-
lion ($20 million less $56 million) to $85
million. For purposes of this paragraph
(¢)(3), an agreement with the PBGC is
taken into account with respect to a
plan year only if the agreement was ex-
ecuted prior to the valuation date for
the plan year.

(d) Election to apply balances against
minimum required contribution—(1) In
general—(i) Amount of offset to minimum
required contribution—(A) Effect of use of
balances. Subject to the limitations
provided in this paragraph (d), in the
case of any plan year with respect to
which the plan sponsor elects to use all
or a portion of the prefunding balance
or the funding standard carryover bal-
ance to offset the minimum required
contribution for the plan year, the
minimum required contribution for the
plan year (determined after taking into
account any waiver under section
412(c)) is offset as of the valuation date
for the plan year by the amount so
used.

(B) Special rule for late quarterly con-
tributions—(1) Quarterly contributions
due on or after the valuation date. Not-
withstanding paragraph (d)(1)(i)(A) of
this section, if the plan sponsor elects
to use all or a portion of the prefunding
balance or the funding standard carry-
over balance to satisfy a required in-
stallment under section 430(j)(3) that is
due on or after the valuation date, the
amount used to offset the minimum re-
quired contribution for the plan year is
the portion of the balance so used, dis-
counted in accordance with the rules of
paragraph (b)(5) of this section, unless
the date of the election is after the due
date of the required installment. If the
election to use all or a portion of the
prefunding balance or the funding
standard carryover balance to satisfy
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the required installments under section
430(j)(3) is made after the due date for
the required installment, then the
amount used to offset the minimum re-
quired contribution for the plan year is
the portion of the balance so used, dis-
counted from the date of the election
to the due date of the required install-
ment at the effective interest rate plus
b percentage points, and then further
discounted from the installment due
date to the valuation date at the effec-
tive interest rate. For example, if a
quarterly installment of $20,250 is due
on April 15 for a calendar year plan
with a valuation date on January 1 and
an effective interest rate of 6 percent,
and the installment is satisfied by an
election to apply the funding standard
carryover balance that is made on July
1 (2%; months after the April 15 due
date), then the amount used to offset
the minimum required contribution
under this paragraph (d)(1)(i) is $19,481
(that is, $20,250 + 1.11(2-%2) + 1.06(3-%2).
However, the amount by which the
funding standard carryover balance is
reduced under paragraph (b)(2)(ii) of
this section is $19,669 (that is, $20,250 +
1.06(542).

(2) Quarterly contributions due before
the valuation date. [Reserved]

(ii) Maximum amount of available bal-
ances and coordination of elections—(A)
General requirement to follow chronology.
In general, the amount of prefunding
and funding standard carryover bal-
ances that may be used to offset the
minimum required contribution for a
plan year must take into account any
decrease in those balances which re-
sults from a prior election either to use
the prefunding balance or funding
standard carryover balance under sec-
tion 430(f)(3) and this paragraph (d) or
to reduce those balances under section
430(f)(b) and paragraph (e) of this sec-
tion (including deemed elections under
section 436(f)(3) and §1.436-1(a)(5)). For
example, for a calendar plan year with
a January 1 valuation date, a deemed
election under section 436(f)(3) and
§1.436-1(a)(b) on April 1, 2010 (the first
day of the 4th month of the plan year)
will reduce the available prefunding
balance or funding standard carryover
balance that can be used with respect
to an election made after April 1, 2010.
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(B) Exception to chronological rule.
Notwithstanding the general rule of
paragraph (d)(1)(ii)(A) of this section,
all elections under section 430(f)(5) and
paragraph (e) of this section to reduce
the prefunding balance or funding
standard carryover balance for the cur-
rent plan year (including deemed elec-
tions under section 436(f)(3) and §1.436—
1(a)(5)) are deemed to occur on the
valuation date for the plan year and
before any election under section
430(f)(3) and this paragraph (d) to offset
the minimum required contribution for
the current plan year. Accordingly, if
an election to use the prefunding bal-
ance or funding standard carryover bal-
ance to offset the minimum required
contribution for the plan year (includ-
ing an election to satisfy the quarterly
contribution requirement) has been
made prior to the election to reduce
the prefunding balance or funding
standard carryover balance, then the
amount available for use to offset the
otherwise applicable minimum re-
quired contribution for the plan year
under this paragraph (d) will be retro-
actively reduced. However, an election
to reduce a prefunding balance or fund-
ing standard carryover balance for a
plan year does not affect a prior elec-
tion to use a prefunding balance or
funding standard carryover balance to
offset a minimum required contribu-
tion for a prior plan year.

(C) Investment experience. In addition
to reflecting any decrease in the
prefunding balance or the funding
standard carryover balance which re-
sults from a prior election for the pre-
vious year either to use the prefunding
balance or funding standard carryover
balance under section 430(f)(3) and this
paragraph (d) to offset the minimum
required contribution for such prior
plan year or to reduce those balances
under section 430(f)(6) and paragraph
(e) of this section (including deemed
elections under section 436(f)(3) and
§1.436-1(a)(5)), the prior plan year’s
prefunding and funding standard carry-
over balances must be adjusted under
the rules of paragraph (b)(3) of this sec-
tion for investment experience for that
prior plan year before determining the
amount of those balances available for
such an election for the current plan
year.
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(D) Special rule for current year elec-
tions that are made before prior year elec-
tions. This paragraph (d)(1)(ii)(D) sets
forth a special rule that applies if, for
the current plan year, a plan sponsor
makes an election under this para-
graph (d) or paragraph (e) of this sec-
tion (including a deemed election
under section 436(f)(3) and §1.436-
1(a)(5)), and then subsequently makes
an election under this paragraph (d) to
offset the minimum required contribu-
tion for the prior plan year. This spe-
cial rule applies solely for purposes of
determining the amount of prefunding
and funding standard carryover bal-
ances available for that subsequent
election. Under this special rule, in
lieu of decreasing the funding standard
carryover balance or prefunding bal-
ance as of the valuation date for the
current year to take into account the
current year election, the funding
standard carryover balance or
prefunding balance as of the valuation
date for the prior plan year is de-
creased by the amount of the prior
year equivalent of the current year
election. The prior year equivalent of
the current year election is determined
by dividing the amount of the current
year election (as of the first day of the
current plan year) by a number equal
to 1 plus the rate of investment return
for the prior plan year determined
under paragraph (b)(3) of this section.
If this paragraph (d)(1)(ii)(D) applies
for a plan year, then the funding stand-
ard carryover balance and prefunding
balance are nonetheless adjusted in ac-
cordance with the rules of paragraph
(b) of this section, after the application
of the rules of this paragraph
(d)(1)(i)(D). Thus, the amount used to
offset the minimum required contribu-
tion for the earlier plan year is sub-
tracted from the prefunding balance or
funding standard carryover balance as
of the valuation date for that year
prior to the adjustment for investment
return under paragraph (b)(3) of this
section for that plan year, and the
amount by which the prefunding bal-
ance or funding standard carryover bal-
ance is decreased for the second year is
based on the elections made for the
second year.

(2) Requirement to use funding stand-
ard carryover balance before prefunding
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balance. To the extent that a plan has
a funding standard carryover balance
greater than zero, no amount of the
plan’s prefunding balance may be used
to offset the minimum required con-
tribution. Thus, a plan’s funding stand-
ard carryover balance must be ex-
hausted before the plan’s prefunding
balance may be applied under para-
graph (d)(1) of this section to offset the
minimum required contribution.

(3) Limitation for underfunded plans—
(i) In general. An election to use the
prefunding balance or funding standard
carryover balance to offset the min-
imum required contribution under this
paragraph (d) is not available for a plan
year if the plan’s prior plan year fund-
ing ratio is less than 80 percent. For
purposes of this paragraph (d)(3), ex-
cept as otherwise provided in this para-
graph (d)(3) or paragraph (h)(3) of this
section, the plan’s prior plan year fund-
ing ratio is the fraction (expressed as a
percentage)—

(A) The numerator of which is the
value of plan assets on the valuation
date for the preceding plan year, re-
duced by the amount of any prefunding
balance (but not the amount of any
funding standard carryover balance);
and

(B) The denominator of which is the
funding target of the plan for the pre-
ceding plan year (determined without
regard to the at-risk rules of section
430(i)(1)).

(i1) Special rule for second year of a
new plan with no past service. In the
case of a new plan that was neither the
result of a merger nor involved in a
spinoff, if the prior plan year was the
first year of the plan and the funding
target for the prior plan year was zero,
then the plan’s prior plan year funding
ratio is deemed to be 80 percent for
purposes of this paragraph (d)(3).

(iii) Special rule for plans that are the
result of a merger. [Reserved]

(iv) Special rules for plans that are in-
volved in a spinoff. [Reserved]

(e) Election to reduce balances—(1) In
general. A plan sponsor may make an
election for a plan year to reduce any
portion of a plan’s prefunding and fund-
ing standard carryover balances under
this paragraph (e). If such an election
is made, the amount of those balances
that must be subtracted from the value
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of plan assets pursuant to paragraph
(c)(1) of this section will be smaller
and, accordingly, the value of plan as-
sets taken into account for purposes of
sections 430 and 436 will be larger.
Thus, this election to reduce a plan’s
prefunding and funding standard carry-
over balances is taken into account in
the determination of the value of plan
assets for the plan year and applies for
all purposes under sections 430 and 436,
including for purposes of determining
the plan’s prior plan year funding ratio
under paragraph (d)(3) of this section
for the following plan year. See also
section 436(f)(3) and §1.436-1(a)(b) for a
rule under which the plan sponsor is
deemed to make the election described
in this paragraph (e). The rules of para-
graph (d)(1)(ii) of this section also
apply for purposes of determining the
maximum amount of prefunding bal-
ance or funding standard carryover bal-
ance that is available for an election
under this paragraph (e).

(2) Requirement to reduce funding
standard carryover balance before
prefunding balance. To the extent that
a plan has a funding standard carry-
over balance greater than zero, no elec-
tion under paragraph (e)(1) of this sec-
tion is permitted to be made that re-
duces the plan’s prefunding balance.
Thus, a plan must exhaust its funding
standard carryover balance before it is
permitted to make an election under
paragraph (e)(1) of this section with re-
spect to its prefunding balance.

(f) Elections—(1) Method of making
elections—(i) In general. Any election
under this section by the plan sponsor
must be made by providing written no-
tification of the election to the plan’s
enrolled actuary and the plan adminis-
trator. The written notification must
set forth the relevant details of the
election, including the specific dollar
amount involved in the election (ex-
cept as provided in paragraph (f)(1)(ii)
of this section). Thus, except as pro-
vided in paragraph (f)(1)(ii) of this sec-
tion, a conditional or formula-based
election generally does not satisfy the
requirements of this paragraph (f).

(ii) Standing elections to increase or use
balances. A plan sponsor may provide a
standing election in writing to the
plan’s enrolled actuary to use the fund-
ing standard carryover balance and the

1218



Internal Revenue Service, Treasury

prefunding balance to offset the min-
imum required contribution for the
plan year to the extent needed to avoid
an unpaid minimum required contribu-
tion under section 4971(c)(4) taking into
account any contributions that are or
are not made. In addition, a plan spon-
sor may provide a standing election in
writing to the plan’s enrolled actuary
to add the maximum amount possible
each year to the prefunding balance.
Any election made pursuant to a stand-
ing election under this paragraph
(f)(1)(ii) is deemed to occur on the last
day available to make the election for
the plan year as provided under para-
graph (f)(2)(i) of this section. Any
standing election under this paragraph
()(1)(ii) remains in effect for the plan
with respect to the enrolled actuary
named in the election, unless—

(A) The standing election is revoked
under the rules of paragraph (f)(3) of
this section; or

(B) The enrolled actuary who signs
the actuarial report under section 6059
(Schedule SB, ‘‘Single-Employer De-
fined Benefit Plan Actuarial Informa-
tion” of Form 5500, ‘“‘Annual Return/
Report of Employee Benefit Plan’’) for
the plan for the plan year is not the en-
rolled actuary named in the standing
election.

(2) Timing of elections—(i) General rule.
Except as otherwise provided in para-
graph (f)(2)(ii) or (iii) of this section,
any election under this section with re-
spect to a plan year must be made no
later than the last date for making the
minimum required contribution for the
plan year as described in section
430(j)(1). For this purpose, an election
to add to the prefunding balance re-
lates to the plan year for which excess
contributions were made. For example,
an election to add to the prefunding
balance as of the first day of the plan
year that begins on January 1, 2010 (in
an amount not in excess of the present
value of the excess contribution as of
the valuation date in 2009, adjusted for
interest under the rules of paragraph
(b)(1)(ii) of this section), must be made
no later than September 15, 2010, even
though the election is reported on the
2010 Schedule SB of Form 5500, which is
not due until 2011. Except for the
standing elections covered by para-
graph (f)(1)(ii) of this section, an elec-
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tion under this section may not be
made prior to the first day of the plan
year to which the election relates.

(ii) Special rule for standing election re-
voked by a change in enrolled actuary. If
there is a change in enrolled actuary
for the plan year which would result in
a revocation of the standing election
under the rule of paragraph (f)(1)(ii)(B)
of this section, then the plan sponsor
may reinstate the revoked standing
election by providing a replacement to
the new enrolled actuary by the due
date of the Schedule SB of Form 5500.

(iii) Election to reduce balances. Any
election under paragraph (e) of this
section to reduce the prefunding bal-
ance or funding standard carryover bal-
ance for a plan year (for example, in
order to avoid or terminate a benefit
restriction under section 436) must be
made by the end of the plan year to
which the election relates.

(iv) Earlier elections. This paragraph
(£)(2) sets forth the latest date that an
election can be made. A plan sponsor is
permitted to make an earlier election,
and in certain circumstances may need
to make such an election in order to
timely satisfy a quarterly contribution
requirement under section 430()(3).

(3) Irrevocability of elections—({) In
general. Except as otherwise provided
in this paragraph (f)(3), a plan spon-
sor’s election under this section with
respect to the plan’s prefunding bal-
ance or funding standard carryover bal-
ance is irrevocable (and must be uncon-
ditional). A standing election by the
plan sponsor may be revoked by pro-
viding written notification of the rev-
ocation to the plan’s enrolled actuary
and the plan administrator on or before
the date the corresponding election is
deemed to occur pursuant to paragraph
(£)(1)(ii) of this section.

(i1) Exception for certain elections. An
election to use the prefunding balance
or funding standard carryover balance
to offset the minimum required con-
tribution for a plan year (including an
election to satisfy the quarterly con-
tribution requirements for a plan year)
is permitted to be revoked to the ex-
tent the amount the plan sponsor
elected to use to offset the minimum
contribution requirements (including
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an election used to satisfy the quar-
terly contribution requirements) ex-
ceeds the minimum required contribu-
tion for a plan year (determined with-
out regard to the election under para-
graph (d) of this section) if and only if
the election is revoked by providing
written notification of the revocation
to the plan’s enrolled actuary and the
plan administrator by the deadline set
forth in paragraph (f)(3)(iii) of this sec-
tion. If no such revocation is made,
then, under paragraph (b) of this sec-
tion, the funding standard carryover
balance or prefunding balance is de-
creased by the entire amount that the
plan sponsor elected to use to offset
the minimum required contribution for
a plan year (including an election to
satisfy the quarterly contribution re-
quirements for a plan year).

(iii) Deadline for revoking election. The
deadline for revoking the election de-
scribed in paragraph (f)(3)(ii) of this
section is generally the end of the plan
year. However, for plans with a valu-
ation date other than the first day of
the plan year, the deadline for the rev-
ocation is the deadline for contribu-
tions for the plan year as described in
section 430(j)(1). In addition, for the
first plan year beginning in 2008, the
deadline for the revocation for all
plans is deferred to the due date (in-
cluding extensions) of the Schedule SB,
“Single-Employer Defined Benefit Plan
Actuarial Information” of Form 5500,
“Annual Return/Report of Employee
Benefit Plan”.

(4) Plan sponsor—(i) In general. For
purposes of the elections described in
this section, except as otherwise pro-
vided in paragraph (f)(4)(ii) of this sec-
tion, any reference to the plan sponsor
means the employer or employers re-
sponsible for making contributions to
or under the plan.

(i1) Certain multiple employer plans.
For purposes of the elections described
in this section, in the case of plans
that are multiple employer plans to
which section 413(c)(4)(A) does not
apply, any reference to the plan spon-
sor means the plan administrator with-
in the meaning of section 414(g).

(g) Examples. The following examples
illustrate the rules of this section:

Example 1. (i) Plan P is a defined benefit
plan with a plan year that is the calendar
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yvear and a valuation date of January 1. The
funding standard carryover balance of Plan
P is $25,000 and the prefunding balance is
zero as of the beginning of the 2010 plan year.
The sponsor of Plan P, Sponsor S, does not
elect to use any portion of the balance to off-
set the minimum required contribution for
2010 pursuant to paragraph (d)(1) of this sec-
tion, or to reduce any portion of the funding
standard carryover balance prior to the de-
termination of the value of plan assets for
2010, pursuant to paragraph (e)(1) of this sec-
tion. The actual rate of return on Plan P’s
assets for 2010 is 2%. Plan P’s effective inter-
est rate for 2010 is 6%. The minimum re-
quired contribution for Plan P under section
430 for 2010 is $100,000, and no quarterly in-
stallments are required for Plan P for the
2010 plan year. As of January 1, 2010, the
value of plan assets is $1,100,000 and the fund-
ing target is $1,000,000. Therefore, the prior
plan year funding ratio for Plan P for 2010, as
determined under paragraph (d)(3) of this
section, is 110%.

(ii) Sponsor S makes a contribution to
Plan P of $150,000 on December 1, 2010, for the
2010 plan year and makes no other contribu-
tions for the 2010 plan year. Because this
contribution was made on a date other than
the valuation date for the 2010 plan year, the
contribution must be adjusted to reflect in-
terest that would otherwise have accrued be-
tween the valuation date and the date of the
contribution, at the effective interest rate
for the 2010 plan year. The amount of the
contribution after adjustment is $142,198, de-
termined as $150,000 discounted for 11 months
of compound interest at an effective annual
interest rate of 6%.

(iii) The excess of employer contributions
for 2010 over the minimum required contribu-
tion for 2010, as of the valuation date, is
$42,198 ($142,198 less $100,000). Accordingly,
the increase in Plan P’s prefunding balance
as of January 1, 2011, cannot exceed $44,730
(which is the present value of the excess con-
tribution of $42,198 adjusted for 12 months of
interest at an effective interest rate of 6%).

(iv) Plan P’s funding standard carryover
balance as of January 1, 2011, is $25,500
(which is the funding standard carryover bal-
ance as of January 1, 2010, adjusted for in-
vestment experience during 2010 at a rate of
2%).

Example 2. (i) The facts are the same as in
Example 1, except that the contribution of
$150,000 is made on February 1, 2011, for the
2010 plan year.

(ii) The amount of the contribution after
adjustment is $140,824, which is determined
as $150,000 discounted for 13 months of inter-
est at an effective interest rate of 6%. Ac-
cordingly, the increase in Plan P’s
prefunding balance as of January 1, 2011, can-
not exceed $43,273 (which is the present value
of the excess contribution of $40,824 adjusted
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for 12 months of interest at an effective in-
terest rate of 6%).

(iii) Plan P’s funding standard carryover
balance as of January 1, 2011, is $25,500, as de-
veloped in Example 1 of this section. If Spon-
sor S elects to increase the prefunding bal-
ance as of January 1, 2011, by the present
value of the excess contribution adjusted for
interest, or $43,273, the total of the funding
standard carryover balance and prefunding
balance as of January 1, 2011, is $68,773.

Example 3. (i) The facts are the same as in
Example 1, except that Sponsor S contributes
$90,539 to Plan P on February 1, 2011, for the
2010 plan year and makes no other contribu-
tions to Plan P for the 2010 plan year. In ad-
dition, on February 1, 2011, Sponsor S elects
to use $15,000 of the funding standard carry-
over balance to offset P’s minimum required
contribution for 2010, pursuant to paragraph
(d)(1) of this section. This is permitted be-
cause Plan P’s prior-year funding ratio de-
termined under paragraph (d)(3) of this sec-
tion is 110%, and is therefore not less than
80%.

(ii) Because the contribution was made on
a date other than the valuation date for the
2010 plan year, the contribution must be ad-
justed to reflect interest that would other-
wise have accrued between the valuation
date and the date of the contribution, at the
effective interest rate for the 2010 plan year.
The amount of the contribution after adjust-
ment is $85,000, determined as $90,539 dis-
counted for 13 months of compound interest
at an effective interest rate of 6%. The ad-
justed contribution of $85,000 plus the $15,000
of the funding standard carryover balance
used to offset the minimum required con-
tribution equals the minimum required con-
tribution for the 2010 plan year of $100,000.
Therefore, no excess contributions are avail-
able to increase the prefunding balance, and
the prefunding balance as of January 1, 2011,
remains zero.

(iii) The funding standard carryover bal-
ance as of January 1, 2011, is adjusted for in-
vestment experience during the 2010 plan
year, in accordance with paragraph (b)(3) of
this section. The amount of the adjustment
is $200, determined as the actual rate of re-
turn on plan assets for 2010 as applied to the
2010 funding standard carryover balance
after reduction for the amount of that bal-
ance used under paragraph (d)(1) of this sec-
tion (that is, $25,000 less $15,000, multiplied
by the actual rate of return of 2%).

(iv) The funding standard carryover bal-
ance, as of January 1, 2011, is $10,200, deter-
mined as the 2010 funding standard carryover
balance less the amount used to offset the
2010 minimum required contribution, ad-
justed for investment experience during the
2010 year ($25,000 less $15,000 plus $200).

Example 4. (i) The facts are the same as in
Example 3, except that Sponsor S contributes
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$150,000 (instead of $90,539) to Plan P on Feb-
ruary 1, 2011, for the 2010 plan year.

(ii) Because the contribution was made on
a date other than the valuation date for the
2010 plan year, the contribution must be ad-
justed to reflect interest that would other-
wise have accrued between the valuation
date and the date of the contribution, at the
effective interest rate for the 2010 plan year.
The amount of the contribution after adjust-
ment is $140,824, determined as $150,000 dis-
counted for 13 months of interest at an effec-
tive interest rate of 6%.

(iii) Because Sponsor S elected to use
$15,000 of the funding standard carryover bal-
ance to offset the minimum required con-
tribution for 2010 of $100,000, the cash con-
tribution requirement for 2010, adjusted with
interest to January 1, 2010, is $85,000. The ad-
justed contribution of $140,824 exceeds this
amount by $55,824. Of this amount, $15,000 ex-
ceeds the minimum required contribution
only because of Sponsor S’s election to use
the funding standard carryover balance to
offset the minimum required contribution as
provided in paragraph (d)(1) of this section.
The remaining $40,824 ($140,824 minus
$100,000) results from cash contributions
made in excess of the minimum required
contribution before offset by the funding
standard carryover balance.

(iv) The portion of the excess contribution
resulting solely because the minimum re-
quired contribution was offset by a portion
of the funding standard carryover balance is
adjusted for investment experience during
2009, pursuant to paragraph (b)(3)(iii) of this
section. Accordingly, this portion of the
present value of the excess contribution ad-
justed for interest as of January 1, 2011, is
$15,300 (815,000 adjusted for investment expe-
rience during 2010 at a rate of 2%).

(v) The excess contribution resulting from
cash contributions in excess of the minimum
required contribution before offset by the
funding standard carryover balance is ad-
justed for interest at the effective interest
rate for 2010, pursuant to paragraph
(b)(1)(iv)(A) of this section. Accordingly, this
portion of the present value of the excess
contribution adjusted for interest as of Janu-
ary 1, 2011, is $43,273 ($40,824 increased by the
effective interest rate of 6%). The increase in
Plan P’s prefunding balance as of January 1,
2011, cannot exceed the total present value of
the excess contribution adjusted for interest
of $58, 573 ($15,300 plus $43,273).

(vi) The funding standard carryover bal-
ance as of January 1, 2011, is $10,200, deter-
mined as the 2010 funding standard carryover
balance less the $15,000 used to offset the 2010
minimum required contribution, adjusted for
investment experience during the 2010 plan
year as developed in Example 3 ($25,000 less
$15,000 plus $200).

(vii) Sponsor S elects to increase the
prefunding balance by the maximum amount
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of the present value of the excess contribu-
tion adjusted for interest of $568,573, resulting
in a total of the funding standard carryover
balance and the prefunding balance as of
January 1, 2011, of $68,773, the same amount
as that developed in Example 2.

Example 5. (i) Plan Q is a defined benefit
plan with a plan year that is the calendar
year and a valuation date of July 1. The
funding standard carryover balance of Plan
Q is $50,000 as of January 1, 2010, the begin-
ning of the 2010 plan year. The prefunding
balance of Plan Q as of the beginning of the
2010 plan year is $0. The actual rate of return
on Plan Q’s assets for 2010 is 10%. Plan Q’s ef-
fective interest rate for 2010 is 6.25%. The
funding ratio for Plan Q for 2009 (the prior
plan year funding ratio with respect to 2010,
as determined under paragraph (d)(3) of this
section) is 85%, which is not less than 80%.
The minimum required contribution for Plan
Q for 2010 is $200,000. Sponsor T makes a con-
tribution to Plan Q of $190,000 on July 1, 2010,
for the 2010 plan year, and makes no other
contributions for the 2010 plan year. Sponsor
T elects to use $10,000 of the funding stand-
ard carryover balance to offset Plan Q’s min-
imum required contribution in 2010.

(ii) Pursuant to paragraph (b)(4) of this
section, the funding standard carryover bal-
ance is increased to $51,5639 as of July 1, 2010
(that is, an increase to reflect 6 months of
interest at an effective interest rate of
6.256%) for the purpose of adjusting plan as-
sets under paragraph (c) of this section, and
for applying any election to use or reduce
Plan Q’s funding standard carryover balance
under paragraph (d) or (e) of this section.
However, Sponsor T does not elect in 2010 to
reduce any portion of the funding standard
carryover balance pursuant to paragraph (e)
of this section. The funding standard carry-
over balance ($51,5639) is subtracted from the
value of plan assets, as of July 1, 2010, prior
to the determination of the minimum fund-
ing contribution, and $51,539 is the maximum
amount that may applied against the min-
imum required contribution.

(iii) The value of the funding standard car-
ryover balance as of January 1, 2011, is deter-
mined by first discounting the amount used
to offset the minimum required contribution
for 2010 from July 1, 2010, to January 1, 2010,
using the effective interest rate of 6.25%, and
subtracting the discounted amount from the
January 1, 2010, funding standard carryover
balance. The resulting amount is adjusted
for investment experience to January 1, 2011,
using a rate equal to the actual rate of re-
turn on plan assets of 10% during 2010. Thus,
the $10,000 used to offset Plan Q’s minimum
required contribution as of July 1, 2010, is
discounted for 6 months of interest, at an ef-
fective interest rate of 6.256%, to obtain an
amount of $9,701 as of January 1, 2010. The
remaining funding standard carryover bal-
ance as of January 1, 2010, solely for purposes
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of determining the adjustment for invest-
ment experience during 2010, is $40,299
($50,000—$9,701), and the adjustment for in-
vestment experience is $4,030 ($40,299 x 10%).
The value of the funding standard carryover
balance as of January 1, 2011, is $44,329 (that
is, $50,000 — $9,701 + $4,030).

Example 6. (i) The facts are the same as in
Example 5, except that Sponsor T contributes
$200,000 on July 1, 2010, for the 2010 plan year.

(ii) The cash contribution required for 2010,
after offsetting the minimum required con-
tribution by $10,000 of the funding standard
carryover balance in accordance with T’s
election, is $190,000. The difference, or $10,000,
must be adjusted to January 1, 2011, to deter-
mine the maximum amount that can be
added to the prefunding balance as of that
date.

(iii) The excess contribution is first ad-
justed to January 1, 2010, by discounting for
6 months of interest using the effective in-
terest rate for 2010 of 6.25%. This results in
an excess contribution of $9,701 ($10,000 =+
1.06250-5), Because this amount is an excess
contribution solely because of Sponsor T’s
election to offset the minimum required con-
tribution for 2010 by a portion of the funding
standard carryover balance, the amount is
then adjusted for investment experience dur-
ing 2010 at a rate of 10%, in accordance with
paragraph (b)(3)(iii) of this section, for a
present value of the excess contribution ad-
justed for interest of $10,671 ($9,701 x 1.10) as
of January 1, 2011.

Example 7. (i) The facts are the same as in
Example 4. Plan P’s effective interest rate for
2011 is 6.5%, and the rate of return on invest-
ments during 2011 is 7%. All required quar-
terly installments for the 2011 plan year were
made by the applicable due dates. On Feb-
ruary 1, 2012, Sponsor S elects to use $50,000
of Plan P’s prefunding and funding standard
carryover balances to offset the minimum
required contribution for the 2011 plan year.
On April 15, 2012, Sponsor S elects to use
Plan P’s prefunding and funding standard
carryover balances to offset the 2012 min-
imum required contribution by $20,000, in ac-
cordance with paragraph (d) of this section,
in order to offset the required quarterly in-
stallment then due.

(ii) When adjusting Plan P’s prefunding
and funding standard carryover balances to
reflect Sponsor S’s election to use them to
offset the 2011 minimum required contribu-
tion, the remaining $10,200 in the funding
standard carryover balance as of January 1,
2011, must be used before any portion of the
prefunding balance. The prefunding balance
is reduced by the remaining $39,800 ($50,000
total election minus $10,200 from the funding
standard carryover balance).

(iii) The amount available for Sponsor S’s
election to use Plan P’s prefunding and fund-
ing standard carryover balances to offset the
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2012 minimum required contribution is deter-
mined by reducing the January 1, 2011,
prefunding and funding standard carryover
balances to reflect the election to use the
prefunding and funding standard carryover
balances to offset the 2011 minimum required
contribution, and by adjusting the resulting
amount to January 1, 2012, using the rate of
investment return for Plan P during 2011.
Accordingly, the available amount in Plan
P’s funding standard carryover balance as of
January 1, 2012, is zero. The available
amount in Plan P’s prefunding balance as of
January 1, 2012, is $20,087 ($58,573 minus
$39,800, increased by 7%). Therefore, Sponsor
S has $20,087 available to offset the minimum
required contribution for the 2012 plan year.

Example 8. (i) The facts are the same as in
Example 7, except that based on the enrolled
actuary’s certification of the AFTAP on
July 1, 2012, Sponsor S is deemed to elect to
reduce the January 1, 2012, prefunding bal-
ance by $15,000 under section 436(f)(3).

(ii) In accordance with  paragraph
(d)(1)({i)(B) of this section, the deemed elec-
tion to reduce the prefunding balance is
deemed to occur on the first day of the plan
year, and before the date of any election to
offset the minimum required contribution
for the 2012 plan year. The deemed election
does not affect Sponsor S’s election to offset
the 2011 minimum contribution because that
election was made on February 1, 2012, before
the date of the deemed election, July 1, 2012.

(iii) As shown in Example 7, the available
prefunding balance as of January 1, 2012,
after reflecting the February 1, 2012, election
to offset the 2011 minimum required con-
tribution but before reflecting the April 15,
2012, election to offset the 2012 minimum re-
quired contribution, is $20,087. Adjusting this
amount to reflect the deemed election to re-
duce the prefunding balance by $15,000 leaves
a balance of $5,087 available to offset the
minimum required contribution for 2012.

(iv) The portion of the quarterly install-
ment due April 15, 2012 that was not covered
by the remaining $5,087 prefunding balance is
considered unpaid retroactive to April 15,
2012.

Example 9. (i) The facts are the same as in
Example 8, except that Sponsor S does not
make the election to offset the 2011 min-
imum required contribution until August 1,
2012, and the deemed election as of July 1,
2012, reduces Plan P’s prefunding and funding
standard carryover balances as of January 1,
2012, by $68,500. Sponsor S does not elect to
use Plan P’s prefunding and funding stand-
ard carryover balances to offset the 2012 min-
imum contribution.

(ii) In accordance with paragraph
(A)(Q)(ii)(A) of this section, the July 1, 2012,
deemed election to reduce Plan P’s
prefunding and funding standard carryover
balances must be taken into account before
determining the amount available to offset
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the 2011 minimum required contribution be-
cause the election to offset the 2011 min-
imum required contribution was made after
the date of the deemed election, July 1, 2012.

(iii) Pursuant to paragraph (d)(1)(ii)(C) of
this section, the January 1, 2011, prefunding
and funding standard carryover balances are
adjusted to January 1, 2012, using Plan P’s
rate of investment return for 2011 of 7%. This
results in an available funding standard car-
ryover balance of $10,914 ($10,200 x 1.07) and
an available prefunding balance of $62,673
(58,573 x1.07) as of January 1, 2012.

(iv) Paragraph (d)(2) of this section re-
quires that the funding standard carryover
balance must be used before reducing Plan
P’s prefunding balance. Accordingly, the
funding standard carryover balance is elimi-
nated, and the prefunding balance is reduced
by the remaining $57,586 ($68,500 — $10,914),
resulting in an available prefunding balance
of $5,087 ($62,673 — $57,686) as of January 1,
2012.

(v) In accordance with paragraph
(@(D)(i)(D) of this section, the remaining
balance is adjusted to January 1, 2011, to de-
termine the amount available to offset the
2011 minimum required contribution. This
adjustment is done by dividing the remain-
ing balance by 1 plus the rate of investment
return for 2011. Accordingly, the amount
available to offset the 2011 minimum re-
quired contribution is $4,754 ($5,087 +1.07).

(vi) If the plan sponsor elects to use the
$4,754 available balance to offset the 2011
minimum required contribution, the funding
standard carryover balance as of January 1,
2012 (prior to the deemed reduction under
section 436(f)(3)) is $5,827 ($10,200 less $4,754,
plus $381 for investment experience at a rate
of 7%). The prefunding balance as of January
1, 2012 (prior to the deemed reduction under
section 436(£)(3)) is $62,673 (that is, $58,573 x
1.07). The deemed election to reduce Plan P’s
balance is first applied to eliminate the
funding standard carryover balance, and the
remaining $62,673 ($68,500 less $5,827) reduces
the January 1, 2012, prefunding balance to
Zero.

Example 10. (i) Plan V is a defined benefit
plan with a plan year that is the calendar
year and a valuation date of December 31.
The valuation is based on the fair market
value of plan assets, which amounts to
$1,000,000 as of December 31, 2010, before any
adjustments. As of January 1, 2010, Plan V’s
funding standard carryover balance is $0 and
its prefunding balance is $125,000. Plan V’s ef-
fective interest rate for 2010 is 5.5%. The en-
rolled actuary’s certification of AFTAP for
2010 on March 31, 2010, results in a deemed re-
duction of $15,000 in the plan’s prefunding
balance as of January 1, 2010. Plan V’s spon-
sor elected to use the prefunding balance to
offset any portion of the minimum required
contribution for 2010 not covered by cash
contributions.
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(ii) In accordance with paragraph (b)(4)()
of this section, the amount of the prefunding
balance subtracted from plan assets is in-
creased from the first day of the plan year to
the valuation date using the effective inter-
est rate of 5.5% for 2009. Accordingly, the
prefunding balance used for this purpose is
$116,050 [($125,000 — $15,000 deemed reduction)
% 1.055].

(iii) The fair market value of plan assets
used for the December 31, 2010, valuation is
$883,950 ($1,000,000 — $116,050).

Example 11. (i) The facts are the same as in
Example 10. The minimum contribution for
Plan V for the 2010 plan year is $45,000; no
quarterly installments are required for Plan
V for 2010. Plan V’s sponsor makes a con-
tribution of $20,000 for the 2010 plan year on
July 1, 2011. The actual rate of return on as-
sets for Plan V during 2010 is 10%.

(ii) The contribution of $20,000 is dis-
counted to December 31, 2010, using the effec-
tive interest rate of 5.5% to determine the
remaining balance of the 2010 minimum re-
quired contribution. Accordingly, the con-
tribution is adjusted to $19,472 ($20,000 +
1.0550-5) as of December 31, 2010, and the bal-
ance of the minimum required contribution
is $25,528 ($45,000 — $19,472). This balance will
be covered by the plan sponsor’s election to
use the prefunding balance to offset any por-
tion of the minimum required contribution
not covered by cash contributions.

(iii) Under section (b)(4)(ii) of this section,
the amount used to offset the 2010 minimum
required contribution for the purpose of ad-
justing the prefunding balance is discounted
to January 1, 2010, using the effective inter-
est rate for 2010. This amount is calculated
as $24,197 ($25,528 + 1.055).

(iv) The prefunding balance as of January
1, 2011, is reduced by the deemed election of
$15,000 and the discounted amount used to
offset the 2010 minimum required contribu-
tion ($24,197), and adjusted for investment
experience for 2010 using the actual rate of
return of 10%. Accordingly, the prefunding
balance as of January 1, 2011 is $94,383
[($125,000 — $15,000 — $24,197) x 1.10].

Example 12. (i) The facts are the same as in
Example 11, except that the enrolled actu-
ary’s certification of the AFTAP as of March
31, 2011, results in a deemed reduction of the
prefunding balance as of January 1, 2011, of
$75,000.

(ii) Under paragraph (d)(1)(ii) of this sec-
tion, the deemed reduction of the prefunding
balance is applied before the election to use
the prefunding balance to offset the balance
of the minimum required contribution for
2010. To determine the amount of the
prefunding balance available to cover the re-
maining minimum required contribution for
2010, the deemed reduction is adjusted for in-
vestment experience to January 1, 2010,
using the actual rate of return of 10% for
2010. Accordingly, the adjusted deemed re-
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duction is $68,182 ($75,000 + 1.10) and the
available prefunding balance as of January 1,
2010, is $41,818 ($125,000 — $15,000 adjusted
deemed reduction for 2010 — $68,182 adjusted
deemed reduction for 2011).

(iii) This amount is then adjusted to De-
cember 31, 2010, using the effective interest
rate of 5.5%. The amount of the prefunding
balance available to offset the 2009 minimum
required contribution as of December 31,
2010, is $44,118 ($41,818 x 1.055). This amount is
larger than the election made by Plan V’s
sponsor to offset the minimum required con-
tribution for 2010 ($25,528) and so the election
remains valid.

(h) Effective/applicability date and
transition rules—(1) Statutory effective
date/applicability date. Section 430 gen-
erally applies to plan years beginning
on or after January 1, 2008. The appli-
cability of section 430 for purposes of
determining the minimum required
contribution is delayed for -certain
plans in accordance with sections 104
through 106 of PPA ’06.

(2) Effective date/applicability date of
regulations. This section applies to plan
years beginning on or after January 1,
2010. For plan years beginning before
January 1, 2010, plans are permitted to
rely on the provisions set forth in this
section for purposes of satisfying the
requirements of section 430.

(3) Special lookback rule for 2007 plan
year’s funding ratio—(i) Plan assets. For
purposes of determining a plan’s prior
plan year funding ratio under para-
graph (d)(3) of this section with respect
to the first plan year beginning on or
after January 1, 2008, the value of plan
assets on the valuation date of the pre-
ceding plan year (the ‘2007 plan year’’)
is determined under section 412(c)(2) as
in effect for the 2007 plan year, except
that, for this purpose—

(A) If the value of plan assets is less
than 90 percent of the fair market
value of plan assets for the 2007 plan
year on that date, such value is consid-
ered to be 90 percent of the fair market
value; and

(B) If the value of plan assets is
greater than 110 percent of the fair
market value of plan assets for the 2007
plan year on that date, such value is
considered to be 110 percent of the fair
market value.

(ii) Funding target. For purposes of
determining a plan’s prior plan year
funding ratio under paragraph (d)(3) of
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this section with respect to the first
plan year beginning on or after Janu-
ary 1, 2008, the funding target of the
plan for the preceding plan year is
equal to the plan’s current liability
under section 412(1)(7) (as in effect prior
to amendment by PPA ’06) on the valu-
ation date for the 2007 plan year.

(iii) Special rules for new plans, merg-
ers, and spinoffs. In the case of a plan
described in  paragraph (d)(3)(ii),
(d)(8)(iii), or (d)(3)(iv) of this section,
the plan’s prior plan year funding ratio
with respect to the first plan year be-
ginning on or after January 1, 2008 is
determined using rules similar to the
rules of paragraphs (d)(3)(ii), (d)(3)(ii),
and (d)(3)(iv) of this section.

(4) First effective plan year. For pur-
poses of this section, the term first ef-
fective plan year means the first plan
year beginning on or after the date sec-
tion 430 applies for purposes of deter-
mining the minimum required con-
tribution for the plan.

(5) Pre-effective plan year. For pur-
poses of this section, the term pre-effec-
tive plan year means the plan year im-
mediately preceding the first effective
plan year.

[T.D. 9467, 74 FR 54046, Oct. 15, 2009]

§1.430(g)-1 Valuation date and valu-
ation of plan assets.

(a) In general—(1) Overview. This sec-
tion provides rules relating to a plan’s
valuation date and the valuation of a
plan’s assets for a plan year under sec-
tion 430(g). Section 430 and this section
apply to single employer defined ben-
efit plans (including multiple employer
plans as defined in section 413(c)) that
are subject to the rules of section 412,
but do not apply to multiemployer
plans (as defined in section 414(f)).
Paragraph (b) of this section describes
valuation date rules. Paragraph (c) of
this section describes rules regarding
the determination of the asset value
for purposes of a plan’s actuarial valu-
ation. Paragraph (d) of this section
contains rules for taking employer con-
tributions into account in the deter-
mination of the value of plan assets.
Paragraph (e) of this section contains
examples. Paragraph (f) of this section
sets forth effective/applicability dates
and transition rules.

§ 1.430(g)-1

(2) Special rules for multiple employer
plans. In the case of a multiple em-
ployer plan to which section
413(c)(4)(A) applies, the rules of section
430 and this section are applied sepa-
rately for each employer under the
plan as if each employer maintained a
separate plan. Thus, in such a case, the
value of plan assets is determined sepa-
rately for each employer under the
plan. In the case of a multiple em-
ployer plan to which section
413(c)(4)(A) does not apply (that is, a
plan described in section 413(c)(4)(B)
that has not made the election for sec-
tion 413(c)(4)(A) to apply), the rules of
section 430 and this section are applied
as if all participants in the plan were
employed by a single employer.

(b) Valuation date—(1) In general. The
determination of the funding target,
target normal cost, and value of plan
assets for a plan year is made as of the
valuation date for that plan year. Ex-
cept as otherwise provided in para-
graph (b)(2) of this section, the valu-
ation date for any plan year is the first
day of the plan year.

(2) Ezxception for small plans—(@(i) In
general. If, on each day during the pre-
ceding plan year, a plan had 100 or
fewer participants determined by ap-
plying the rules of §1.430(d)-1(e)(1) and
(2) (including active and inactive par-
ticipants and all other individuals enti-
tled to future benefits), then the plan
may designate any day during the plan
year as its valuation date for that plan
year and succeeding plan years. For
purposes of this paragraph (b)(2)(i), all
defined benefit plans (other than mul-
tiemployer plans as defined in section
414(f)) maintained by an employer are
treated as one plan, but only partici-
pants with respect to that employer
are taken into account.

(ii) Employer determination. For pur-
poses of this paragraph (b)(2), the em-
ployer includes all members of the em-
ployer’s controlled group determined
pursuant to section 414(b), (¢), (m), and
(o) and includes any predecessor of the
employer that, during the prior year,
employed any employees of the em-
ployer who are covered by the plan.

(iii) Application of exception in first
plan year. In the case of the first plan
year of any plan, the exception for
small plans under paragraph (b)(2)(i) of
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this section is applied by taking into
account the number of participants
that the plan is reasonably expected to
have on each day during the first plan
year.

(iv) Valuation date is part of funding
method. The selection of a plan’s valu-
ation date is part of the plan’s funding
method and, accordingly, may only be
changed with the consent of the Com-
missioner. A change of a plan’s valu-
ation date that is required by section
430 is treated as having been approved
by the Commissioner and does not re-
quire the Commissioner’s prior specific
approval. Thus, if a plan that ceases to
be eligible for the small plan exception
under this paragraph (b)(2) for a plan
year because the number of partici-
pants exceeded 100 in the prior plan
year, then the resulting change in the
valuation date to the first day of the
plan year is automatically approved by
the Commissioner.

(c) Determination of asset value—(1) In
general—(i) General use of fair market
value. Except as otherwise provided in
this paragraph (c), the value of plan as-
sets for purposes of section 430 is equal
to the fair market value of plan assets
on the valuation date. Prior year con-
tributions made after the valuation
date and current year contributions
made before the valuation date are
taken into account to the extent pro-
vided in paragraph (d) of this section.

(ii) Fair market value. The fair market
value of an asset is determined as the
price at which the asset would change
hands between a willing buyer and a
willing seller, neither being under any
compulsion to buy or sell and both hav-
ing reasonable knowledge of relevant
facts. Except as otherwise provided by
the Commissioner, any guidance on the
valuation of insurance contracts under
Subchapter D of Chapter 1 the Internal
Revenue Code applies for purposes of
this paragraph (¢)(1)(ii).

(2) Averaging of fair market values—(i)
In general. Subject to the plan asset
corridor rules of paragraph (c)(2)(iii) of
this section, a plan is permitted to de-
termine the value of plan assets on the
valuation date as the average of the
fair market value of assets on the valu-
ation date and the adjusted fair market
value of assets determined for one or
more earlier determination dates (ad-
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justed using the method described in
paragraph (¢)(2)(ii) of this section). The
method of determining the value of as-
sets is part of the plan’s funding meth-
od and, accordingly, may only be
changed with the consent of the Com-
missioner.

(i1) Adjusted fair market value—(A) De-
termination dates. The period of time be-
tween each determination date (treat-
ing the valuation date as a determina-
tion date) must be equal and that pe-
riod of time cannot exceed 12 months.
In addition, the earliest determination
date with respect to a plan year cannot
be earlier than the last day of the 25th
month before the valuation date of the
plan year (or a similar period in the
case of a valuation date that is not the
first day of a month). In a typical situ-
ation, the earlier determination dates
will be the two immediately preceding
valuation dates. However, these rules
also permit the use of more frequent
determination dates. For example,
monthly or quarterly determination
dates may be used.

(B) Adjustments for contributions and
distributions. The adjusted fair market
value of plan assets for a prior deter-
mination date is the fair market value
of plan assets on that date, increased
for contributions included in the plan’s
asset balance on the valuation date
that were not included in the plan’s
asset balance on the earlier determina-
tion date, reduced for benefits and all
other amounts paid from plan assets
during the period beginning with the
prior determination date and ending
immediately before the valuation date,
and adjusted for expected earnings as
described in paragraph (c)(2)(ii)(D) of
this section. For this purpose, the fair
market value of assets as of a deter-
mination date includes any contribu-
tion for a plan year that ends with or
prior to the determination date that is
receivable as of the determination date
(but only if the contribution is actu-
ally made within 8% months after the
end of the applicable plan year). If the
contribution that is receivable as of
the determination date is for a plan
year beginning on or after January 1,
2008, then only the present value as of
the determination date (determined
using the effective interest rate under
section 430(h)(2)(A) for the plan year
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for which the contribution is made) is
included in the fair market value of as-
sets.

(C) Treatment of spin-offs and plan-to-
plan transfers. For purposes of deter-
mining the adjusted fair market value
of plan assets, assets spun-off from a
plan as a result of a spin-off described
in §1.414(1)-1(b)(4) are treated as an
amount paid from plan assets. Except
as otherwise provided by the Commis-
sioner, for purposes of determining the
adjusted fair market value of plan as-
sets, assets that are added to a plan as
a result of a plan-to-plan transfer de-
scribed in §1.414(1)-1(b)(3) are treated in
the same manner as contributions.

(D) Adjustments for expected earnings.
[Reserved]

(E) Assumed rate of return. [Reserved]

(F) Limitation on the assumed rate of
return for periods within plan years for
which the three segment rates were used.
[Reserved]

(G) Limitation on the assumed rate of
return for periods within plan years for
which the full yield curve was used. [Re-
served]

(iii) Restriction to 90-110 percent cor-
ridor—(A) In general. This paragraph
(c)(2)(iii) provides rules for applying
the 90 to 110 percent corridor set forth
in section 430(g)(3)(B)(iii). The rules for
accounting for contribution receipts
under paragraphs (d)(1) and (d)(2) of
this section are applied prior to the ap-
plication of the 90 to 110 percent cor-
ridor under this paragraph (c)(2)(iii).

(B) Asset value less than 90 percent of
fair market value. If the value of plan
assets determined under paragraph
(c)(2)(i) of this section is less than 90
percent of the fair market value of plan
assets, then the value of plan assets
under this paragraph (c)(2) is equal to
90 percent of the fair market value of
plan assets.

(C) Asset value greater than 110 percent
of fair market value. If the value of plan
assets determined under paragraph
(¢)(2)(i) of this section is greater than
110 percent of the fair market value of
plan assets, then the value of plan as-
sets under this paragraph (¢)(2) is equal
to 110 percent of the fair market value
of plan assets.

(3) Qualified transfers to health benefit
accounts. In the case of a qualified
transfer (as defined in section 420), any
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assets so transferred are not treated as
plan assets for purposes of section 430
and this section.

(d) Accounting for contribution re-
ceipts—(1) Prior year contributions—@i) In
general. For purposes of determining
the value of plan assets under para-
graph (c) of this section, if an employer
makes a contribution to the plan after
the valuation date for the current plan
year and the contribution is for an ear-
lier plan year, then the present value
of the contribution determined as of
that valuation date is taken into ac-
count as an asset of the plan as of the
valuation date, but only if the con-
tribution is made before the deadline
for contributions as described in sec-
tion 430(j)(1) for the plan year imme-
diately preceding the current plan
year. For this purpose, the present
value is determined using the effective
interest rate under section 430(h)(2)(A)
for the plan year for which the con-
tribution is made.

(ii) Special rule for contributions for the
2007 plan year—(A) Timely contributions.
Notwithstanding paragraph (d)(1)(i) of
this section, if the employer makes a
contribution to the plan after the valu-
ation date for the first plan year that
begins on or after January 1, 2008, and
the contribution is for the immediately
preceding plan year and is made by the
deadline for contributions for that pre-
ceding plan year under section
412(¢)(10) (as in effect before amend-
ment by the Pension Protection Act of
2006 (PPA ’06), Public Law 109-280 (120
Stat. 780)), then the contribution is
taken into account as a plan asset
under paragraph (d)(1)(i) of this section
without applying any present value
discount.

(B) Late contributions. If a contribu-
tion is for the plan year that imme-
diately precedes the first plan year
that begins on or after January 1, 2008,
and is not described in paragraph
(A)(@)(EiI)(A) of this section, then the
rules of paragraph (d)(1)(i) apply to the
contribution except that the present
value is determined using the valu-
ation interest rate under section
412(c)(2) for that plan year.

(iii) Ordering rules. For purposes of
this paragraph (d)(1), the ordering rules
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of section 4971(c)(4)(B) apply for pur-
poses of determining the plan year for
which a contribution is made.

(2) Current year contributions made be-
fore valuation date. In the case of a plan
with a valuation date that is not the
first day of the plan year, for purposes
of determining the value of plan assets
under paragraph (c) of this section, if
an employer makes a contribution for
a plan year before that year’s valu-
ation date, that contribution (and any
interest on the contribution for the pe-
riod between the contribution date and
the valuation date, determined using
the effective interest rate under sec-
tion 430(h)(2)(A) for the plan year) must
be subtracted from plan assets in deter-
mining the value of plan assets as of
the valuation date. If the result of this
subtraction is a number less than zero,
the value of plan assets as of the valu-
ation date is equal to zero.

(e) Examples. [Reserved]

(f) Effective/applicability dates and
transition rules—(1) Statutory effective
date/applicability date. Section 430 gen-
erally applies to plan years beginning
on or after January 1, 2008. The appli-
cability of section 430 for purposes of
determining the minimum required
contribution is delayed for certain
plans in accordance with sections 104
through 106 of PPA ’06.

(2) Effective date/applicability date of
regulations—(i) In general. This section
applies to plan years beginning on or
after January 1, 2010, regardless of
whether section 430 applies to deter-
mine the minimum required contribu-
tion for the plan year. For plan years
beginning before January 1, 2010, plans
are permitted to rely on the provisions
set forth in this section for purposes of
satisfying the requirements of section
430.

(ii) Permission to wuse averaging for
2008. For purposes of determining the
actuarial value of assets for a plan year
beginning during 2008 using the aver-
aging rules of paragraph (c)(2) of this
section, a plan is permitted to apply an
assumed earnings rate of zero under
paragraph (c)(2)(ii)(E) of this section
(even if zero is not the actuary’s best
estimate of the anticipated annual rate
of return on plan assets).

(38) Approval for changes in the valu-
ation date and valuation method. Any
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change in a plan’s valuation date or
asset valuation method that satisfies
the rules of this section and is made for
either the first plan year beginning in
2008, the first plan year beginning in
2009, or the first plan year beginning in
2010 is treated as having been approved
by the Commissioner and does not re-
quire the Commissioner’s specific prior
approval. In addition, a change in a
plan’s valuation date or asset valu-
ation method for the first plan year to
which section 430 applies to determine
the plan’s minimum required contribu-
tion (even if that plan year begins after
December 31, 2010) that satisfies the
rules of this section is treated as hav-
ing been approved by the Commissioner
and does not require the Commis-
sioner’s specific prior approval.

[T.D. 9467, 74 FR 53053, Oct. 15, 2009]

§1.430(h)(2)-1 Interest rates wused to
determine present value.

(a) In general—(1) Overview. This sec-
tion provides rules relating to the in-
terest rates to be applied for a plan
year under section 430(h)(2). Section
430(h)(2) and this section apply to sin-
gle employer defined benefit plans (in-
cluding multiple employer plans as de-
fined in section 413(c)) that are subject
to section 412 but do not apply to mul-
tiemployer plans (as defined in section
414(f)). Paragraph (b) of this section de-
scribes how the segment interest rates
are used for a plan year. Paragraph (c)
of this section describes those segment
rates. Paragraph (d) of this section de-
scribes the monthly corporate bond
yield curve that is used to develop the
segment rates. Paragraph (e) of this
section describes certain elections that
are permitted to be made under this
section. Paragraph (f) of this section
describes other rules related to interest
rates. Paragraph (g) of this section
contains examples. Paragraph (h) of
this section contains effective/applica-
bility dates and transition rules.

(2) Special rules for multiple employer
plans. In the case of a multiple em-
ployer plan to which section
413(c)(4)(A) applies, the rules of section
430 and this section are applied sepa-
rately for each employer under the
plan as if each employer maintained a
separate plan. Thus, each employer
under such a multiple employer plan
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may make elections with respect to the
interest rate rules under this section
that are independent of the elections of
other employers under the plan. In the
case of a multiple employer plan to
which section 413(c)(4)(A) does not
apply (that is, a plan described in sec-
tion 413(c)(4)(B) that has not made the
election for section 413(c)(49)(A) to
apply), the rules of section 430 and this
section are applied as if all partici-
pants in the plan were employed by a
single employer.

(b) Interest rates for determining plan
liabilities—(1) In general. The interest
rates used in determining the present
value of the benefits that are included
in the target normal cost and the fund-
ing target for the plan for a plan year
are determined as set forth in this
paragraph (b).

(2) Benefits payable within 5 years—(@i)
Plans with valuation dates at the begin-
ning of the plan year. If the valuation
date is the first day of the plan year, in
the case of benefits expected to be pay-
able during the 5-year period beginning
on the valuation date for the plan year,
the interest rate used in determining
the present value of the benefits that
are included in the target normal cost
and the funding target for the plan is
the first segment rate with respect to
the applicable month, as described in
paragraph (¢)(2)(i) of this section.

(i1) Plans with valuation dates other
than the first day of the plan year. [Re-
served]

(3) Benefits payable after 5 years and
within 20 years. In the case of benefits
expected to be payable during the 15-
year period beginning after the end of
the period described in paragraph (b)(2)
of this section, the interest rate used
in determining the present value of the
benefits that are included in the target
normal cost and the funding target for
the plan is the second segment rate
with respect to the applicable month,
as described in paragraph (c)(2)(ii) of
this section.

(4) Benefits payable after 20 years. In
the case of benefits expected to be pay-
able after the period described in para-
graph (b)(3) of this section, the interest
rate used in determining the present
value of the benefits that are included
in the target normal cost and the fund-
ing target for the plan is the third seg-
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ment rate with respect to the applica-
ble month, as described in paragraph
(c)(2)(iii) of this section.

(5) Applicable month. Except as other-
wise provided in paragraph (e) of this
section, the term applicable month for
purposes of this paragraph (b) means
the month that includes the valuation
date of the plan for the plan year.

(6) Special rule for certain airlines—(i)
In general. Pursuant to section 6615 of
the U.S. Troop Readiness, Veterans’
Care, Katrina Recovery, and Iraq Ac-
countability Appropriations Act, 2007,
Public Law 110-28 (121 Stat. 112), for a
plan sponsor that makes the election
described in section 402(a)(2) of the
Pension Protection Act of 2006 (PPA
’06), Public Law 109-280 (120 Stat. 780),
the interest rate required to be used to
determine the plan’s funding target for
each of the 10 years under that election
is 8.25 percent (rather than the seg-
ment rates otherwise described in this
paragraph (b) or the full yield curve as
permitted under paragraph (e)(4) of this
section).

(i1) Special interest rate not applicable
for other purposes. The special interest
rate described in paragraph (b)(6)(i) of
this section does not apply for other
purposes such as the determination of
the plan’s target normal cost.

(c) Segment rates—(1) Owverview. This
paragraph (c) sets forth rules for deter-
mining the first, second, and third seg-
ment rates for purposes of paragraph
(b) of this section. The first, second,
and third segment rates are set forth in
revenue rulings, notices, or other guid-
ance published in the Internal Revenue
Bulletin. See §601.601(d)(2) relating to
objectives and standards for publishing
regulations, revenue rulings and rev-
enue procedures in the Internal Rev-
enue Bulletin. See paragraph (h)(4) of
this section for a transition rule under
which the definition of the segment
rates is modified for plan years begin-
ning in 2008 and 2009.

(2) Definition of segment rates—(i) First
segment rate. For purposes of this sec-
tion, except as otherwise provided
under the transition rule of paragraph
(h)(4) of this section, the first segment
rate is, with respect to any month, the
single rate of interest determined by
the Commissioner on the basis of the
average of the monthly corporate bond
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yield curves (described in paragraph (d)
of this section) for the 24-month period
ending with the month preceding that
month, taking into account only the
first 5 years of each of those yield
curves.

(ii) Second segment rate. For purposes
of this section, except as otherwise pro-
vided under the transition rule of para-
graph (h)(4) of this section, the second
segment rate is, with respect to any
month, the single rate of interest de-
termined by the Commissioner on the
basis of the average of the monthly
corporate bond yield curves (described
in paragraph (d) of this section) for the
24-month period ending with the month
preceding that month, taking into ac-
count only the portion of each of those
yield curves corresponding to the 15-
year period that follows the end of the
5-year period described in paragraph
(¢)(2)(i) of this section.

(iii) Third segment rate. For purposes
of this section, except as otherwise pro-
vided under the transition rule of para-
graph (h)(4) of this section, the third
segment rate is, with respect to any
month, the single rate of interest de-
termined by the Commissioner on the
basis of the average of the monthly
corporate bond yield curves (described
in paragraph (d) of this section) for the
24-month period ending with the month
preceding that month, taking into ac-
count only the portion of each of those
yield curves corresponding to the 40-
year period that follows the end of the
15-year period described in paragraph
(c)(2)(ii) of this section.

(d) Monthly corporate bond yield
curve—(1) In general. For purposes of
this section, the monthly corporate bond
yield curve 1is, with respect to any
month, a yield curve that is prescribed
by the Commissioner for that month
based on yields for that month on in-
vestment grade corporate bonds with
varying maturities that are in the top
three quality levels available.

(2) Determination and publication of
yield curve. A description of the meth-
odology for determining the monthly
corporate bond yield curve is provided
in guidance issued by the Commis-
sioner that is published in the Internal
Revenue Bulletin. The yield curve for a
month will be set forth in revenue rul-
ings, notices, or other guidance pub-
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lished in the Internal Revenue Bul-
letin. See §601.601(d)(2) relating to ob-
jectives and standards for publishing
regulations, revenue rulings and rev-
enue procedures in the Internal Rev-
enue Bulletin.

(e) Elections—(1) In general. This para-
graph (e) describes elections for a plan
year that a plan sponsor can make to
use alternative interest rates under
this section. Any election under this
paragraph (e) must be made by pro-
viding written notification of the elec-
tion to the plan’s enrolled actuary.
Any election in this paragraph (e) may
be adopted for a plan year without ob-
taining the consent of the Commis-
sioner, but, once adopted, that election
will apply for that plan year and all fu-
ture plan years and may be changed
only with the consent of the Commis-
sioner.

(2) Election for alternative applicable
month. As an alternative to defining
the applicable month as the month
that includes the valuation date for the
plan year, a plan sponsor that is using
segment rates as provided under para-
graph (b) of this section may elect to
use one of the 4 months preceding that
month as the applicable month.

(3) Election not to apply transition rule.
The plan sponsor may elect not to
apply the transition rule in paragraph
(h)(4) of this section.

(4) Election to use full yield curve—(i)
In general. For purposes of determining
the plan’s funding target and target
normal cost, and for all other purposes
under section 430 (including the deter-
mination of shortfall amortization in-
stallments, waiver installments, and
the present values of those install-
ments as described in paragraph (f)(2)
of this section), the plan sponsor may
elect to use interest rates under the
monthly corporate bond yield curve de-
scribed in paragraph (d) of this section
for the month preceding the month
that includes the valuation date in lieu
of the segment rates determined under
paragraph (c) of this section. In order
to address the timing of benefit pay-
ments during a year, reasonable ap-
proximations are permitted to be used
to value benefit payments that are ex-
pected to be made during a plan year.

(i1) Reasonable techniques permitted. In
the case of a plan sponsor using the

1230



Internal Revenue Service, Treasury

monthly corporate bond yield curve
under this paragraph (e)(4), if with re-
spect to a decrement the benefit is only
expected to be paid for one-half of a
year (because the decrement was as-
sumed to occur in the middle of the
year), the interest rate for that year
can be determined as if the benefit
were being paid for the entire year. See
§1.430(d)-1(f)(7) for additional reason-
able techniques that can be used in de-
termining present value.

(5) Plan sponsor. For purposes of the
elections described in this section, any
reference to the plan sponsor generally
means the employer or employers re-
sponsible for making contributions to
or under the plan. In the case of plans
that are multiple employer plans to
which section 413(c)(4)(A) does not
apply, any reference to the plan spon-
sor means the plan administrator with-
in the meaning of section 414(g).

(f) Interest rates used for other pur-
poses—(1) Effective interest rate—({i) In
general. Except as otherwise provided
in paragraph (f)(2) of this section, the
effective interest rate determined
under section 430(h)(2)(A) for the plan
year is the single interest rate that, if
used to determine the present value of
the benefits that are taken into ac-
count in determining the plan’s fund-
ing target for the plan year, would re-
sult in an amount equal to the plan’s
funding target determined for the plan
year under section 430(d) as described
in §1.430(d)-1(b)(2) (without regard to
calculations for plans in at-risk status
under section 430(i)).

(ii) Zero funding target. If, for the plan
year, the plan’s funding target is equal
to zero, then the effective interest rate
determined under section 430(h)(2)(A)
for the plan year is the single interest
rate that, if used to determine the
present value of the benefits that are
taken into account in determining the
plan’s target normal cost for the plan
year, would result in an amount equal
to the plan’s target normal cost deter-
mined for the plan year under section
430(b) as described in §1.430(d)-1(b)(1)
(without regard to calculations for
plans in at-risk status under section
430(1)).

(2) Interest rates used for determining
shortfall amortization installments and
waiver amortization installments. The in-
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terest rates used to determine the
amount of shortfall amortization in-
stallments and waiver amortization in-
stallments and the present value of
those installments are determined
based on the dates those installments
are assumed to be paid, using the same
timing rules that apply in determining
target normal cost as described in
paragraph (b) of this section. Thus, for
a plan that uses the segment rates de-
scribed in paragraph (c) of this section,
the first segment rate applies to the in-
stallments assumed to be paid during
the first b-year period beginning on the
valuation date for the plan year, and
the second segment rate applies to the
installments assumed to be paid during
the subsequent 15-year period. For pur-
poses of this paragraph (f)(2), the short-
fall amortization installments for a
plan year are assumed to be paid on the
valuation date for that plan year. For
example, for a plan that uses the seg-
ment rates described in paragraph (c)
of this section, the shortfall amortiza-
tion installment for the fifth plan year
following the current plan year (the
sixth installment) is assumed to be
paid on the valuation date for that
yvear so that such shortfall amortiza-
tion installment will be determined
using the second segment rate.

(g) Examples. The following examples
illustrate the rules of this section:

Example 1. (i) The January 1, 2009, valu-
ation of Plan P is performed using the seg-
ment rates applicable for September 2008 (de-
termined without regard to the transition
rule of section 430(h)(2)(G)), and the 2009 an-
nuitant and nonannuitant (male and female)
mortality tables as published in Notice 2008—
85. See §601.601(d)(2) relating to objectives
and standards for publishing regulations,
revenue rulings and revenue procedures in
the Internal Revenue Bulletin. Plan P pro-
vides for early retirement benefits as early
as age 50, and offers a single-sum distribu-
tion payable immediately at retirement. The
single-sum payment is equal to the present
value of the participant’s accrued benefit,
based on the applicable interest rates and
the applicable mortality table under section
417(e)(3). Participant E is the only partici-
pant in the plan, and is a male age 46 as of
January 1, 2009, with an annual accrued ben-
efit of $23,000 payable beginning at age 65.
The actuary assumes a 100% probability that
Participant E will terminate at age 50 and
will elect to receive his benefit in the form
of a single-sum payment.
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(ii) Plan P’s funding target is $68,908 as of
January 1, 2009. This figure is based on the
male nonannuitant rates for ages prior to
age b0, the applicable mortality rates under
section 417(e)(3) for ages 50 and later, and
segment interest rates of 5.07% for the first
5 years after the valuation date, 6.09% for
the next 15 years, and 6.56% for periods more
than 20 years after the valuation date. (See
§1.430(d)-1(£)(9), Example 10, for additional de-
tails.)

(iii) The present value of Participant E’s
benefits as of January 1, 2009, is $68,908 if a
single interest rate of 6.52805% is substituted
for the segment interest rates but all other
assumptions remain the same. Thus (round-
ed), the effective interest rate for Plan P is
6.53% for 2009.

Example 2. (i) The facts are the same as for
Example 1, except that Plan P offers a single-
sum distribution equal to the present value
of the accrued benefit based on the applica-
ble interest rates under section 417(e)(3) or
an interest rate of 6.25%, whichever produces
the higher amount. The applicable mortality
table under section 417(e)(3) is used for both
calculations.

(ii) The present value of Participant E’s
age-b0 single-sum distribution as of January
1, 2009 (when Participant E is age 46) is
$77,392. This amount is determined by calcu-
lating the projected single-sum distribution
at age 50 using the applicable mortality
table under section 417(e)(3) and an interest
rate of 6.25%, and discounting the result to
January 1, 2009, using the first segment rate
of 5.07% and male nonannuitant mortality
rates for 2009. Because this amount is larger
than the present value of Participant E’s sin-
gle-sum payment based on the applicable in-
terest rates under section 417(e)(3) (that is,
$68,908), the funding target for Plan P is
$77,392 as of January 1, 2009. (See §1.430(d)-
1(£)(9), Example 12 for additional details.)

(iii) The effective interest rate is the single
interest rate that will produce the same
funding target if substituted for the segment
interest rates keeping all other assumptions
the same, including the fixed interest rate
used by the plan to determine single-sum
payments. The only segment interest rate
used to develop the funding target of $77,392
was the first segment rate of 5.07%. There-
fore, considering only this calculation, the
single interest rate that would produce the
same funding target would be 5.07%.

(iv) However, the effective interest rate
must also reflect the fact that the single-
sum payment under Plan P is equal to the
greater of the present value of Participant
E’s accrued benefit based on the fixed rate of
6.25% or the applicable interest rates under
section 417(e)(3). If the single rate of 5.07% is
substituted for the segment rates used to
calculate the present value of the single-sum
payment based on the applicable interest
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rates, the resulting funding target would be
higher than $77,392.

(v) Using a single interest rate of 6.0771%,
the January 1, 2009, present value of Partici-
pant E’s single-sum payment based on the
applicable interest rates is $77,392, and the
present value of Participant E’s single sum
payment based on the plan’s interest rate of
6.25% 1is $74,494. Plan P’s funding target is
the larger of the two, or $77,392, which is the
same as the funding target based on the seg-
ment interest rates used for the 2009 valu-
ation. Therefore, Plan P’s effective interest
rate for 2009 (rounded) is 6.08%.

(h) Effective/applicability dates and
transition rules—(1) Statutory effective
date/applicability date. Section 430 gen-
erally applies to plan years beginning
on or after January 1, 2008. The appli-
cability of section 430 for purposes of
determining the minimum required
contribution is delayed for certain
plans in accordance with sections 104
through 106 of PPA’06.

(2) Effective date/applicability date of
regulations. This section applies to plan
years beginning on or after January 1,
2010, regardless of whether section 430
applies to determine the minimum re-
quired contribution for the plan year.
For plan years beginning before Janu-
ary 1, 2010, plans are permitted to rely
on the provisions set forth in this sec-
tion for purposes of satisfying the re-
quirements of section 430.

(3) Approval for changes in interest
rate. Any change to an election under
paragraph (e) of this section that is
made for the first plan year beginning
in 2009 or the first plan year beginning
in 2010 is treated as having been ap-
proved by the Commissioner and does
not require the Commissioner’s specific
prior approval.

(4) Transition rule—@i) In general. Not-
withstanding the general rules for de-
termination of segment rates under
paragraph (¢)(2) of this section, for plan
yvears beginning in 2008 or 2009, the
first, second, or third segment rate for
a plan with respect to any month is
equal to the sum of—

(A) The product of that rate for that
month determined without regard to
this paragraph (h)(4), multiplied by the
applicable percentage; and

(B) The product of the weighted aver-
age interest rate determined under the
rules of paragraph (h)(4)(iii) of this sec-
tion, multiplied by a percentage equal
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to 100 percent minus the applicable per-
centage.

(ii) Applicable percentage. For pur-
poses of this paragraph (h)(4), the ap-
plicable percentage is 33% percent for
plan years beginning in 2008 and 6623
percent for plan years beginning in
2009.

(iii) Weighted average interest rate.
The weighted average interest rate for
purposes of paragraph (h)(4)(i)(B) of
this section is the weighted average in-
terest rate under section
412(b)(5)(B)({i)(II) (as that provision
was in effect for plan years beginning
in 2007) as of—

(A) The month which contains the
first day of the plan year;

(B) The month which contains the
valuation date (if the applicable month
is determined under paragraph (b)(5) of
this section); or

(C) The applicable month (if the ap-
plicable month is determined under
paragraph (e)(2) of this section).

(iv) New plans ineligible. The transi-
tion rule of this paragraph (h)(4) does
not apply if the first plan year of the
plan begins on or after January 1, 2008.

[T.D. 9467, 74 FR 53055, Oct. 15, 2009]

§1.430(h)(3)-1 Mortality tables used to
determine present value.

(a) Basis for mortality tables—(1) In
general. This section sets forth rules for
the mortality tables to be used in de-
termining present value or making any
computation under section 430. Gen-
erally applicable mortality tables for
participants and beneficiaries are set
forth in this section pursuant to sec-
tion 430(h)(3)(A). In lieu of using the
mortality tables provided under this
section with respect to participants
and beneficiaries, plan-specific sub-
stitute mortality tables are permitted
to be used for this purpose pursuant to
section 430(h)(3)(C) provided that the
requirements of §1.430(h)(3)-2 are satis-
fied. Mortality tables that may be used
with respect to disabled individuals are
to be provided in guidance published in
the Internal Revenue Bulletin. See
§601.601(d)(2)(ii)(b) of this chapter.

(2) Static tables or genmerational tables
permitted. The generally applicable
mortality tables provided under sec-
tion 430(h)(3)(A) are the static tables
described in paragraph (a)(3) of this
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section and the generational mortality
tables described in paragraph (a)(4) of
this section. A plan is permitted to use
either of those sets of mortality tables
with respect to participants and bene-
ficiaries pursuant to this section.

(3) Static tables. The static mortality
tables that are permitted to be used
pursuant to paragraph (a)(2) of this sec-
tion are updated annually to reflect ex-
pected improvements in mortality ex-
perience as described in paragraph
(c)(2) of this section. Static mortality
tables that are to be used with respect
to valuation dates occurring during
2008 are provided in paragraph (e) of
this section. The mortality tables to be
used with respect to valuation dates
occurring in later years are to be pro-
vided in guidance published in the In-
ternal Revenue Bulletin. See
§601.601(d)(2)(ii)(b) of this chapter.

(4) Generational mortality tables—(i) In
general. The generational mortality ta-
bles that are permitted to be used pur-
suant to paragraph (a)(2) of this section
are determined pursuant to this para-
graph (a)(4) using the base mortality
tables and projection factors set forth
in paragraph (d) of this section. Under
the generational mortality tables, the
probability of an individual’s death at
a particular age is determined as the
individual’s base mortality rate (that
is, the applicable mortality rate from
the table set forth in paragraph (d) of
this section for the age for which the
probability of death is being deter-
mined) multiplied by the mortality im-
provement factor. The mortality im-
provement factor is equal to
(1-projection factor for that age)n,
where n is equal to the projection pe-
riod. For this purpose, the projection
period is the number of years between
2000 and the year for which the prob-
ability of death is being determined.

(i1) Ezxamples of calculation. As an ex-
ample of the use of generational mor-
tality tables under paragraph (a)(4)(i)
of this section, for purposes of deter-
mining the probability of death at age
54 for a male annuitant born in 1974,
the base mortality rate is .005797, the
projection factor is .020, and the projec-
tion period (the period from the year
2000 until the year the participant will
attain age 54) is 28 years, so that the
mortality improvement factor is
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667976, and the probability of death at
age 54 is .003293. Similarly, under these
generational mortality tables, the
probability of death at age 55 for the
same male annuitant would be deter-
mined by using the base mortality rate
and projection factor at age 55, and a
projection period of 29 years (the period
from the year 2000 until the year the
participant will attain age 55). Thus,
the base mortality rate is .005905, the
projection factor is .019, so that the
mortality improvement factor is .573325
((1-.019)29), and the probability of
death at age 55 is .003385 (.573325 times
.005905). Because these generational
mortality tables reflect expected im-
provements in mortality experience, no
periodic updates are needed.

(b) Use of the tables—(1) Separate tables
for annuitants and nonannuitants—@i) In
general. Separate tables are provided
for use for annuitants and nonannu-
itants. The nonannuitant mortality
table is applied to determine the prob-
ability of survival for a nonannuitant
for the period before the nonannuitant

is projected to commence receiving
benefits. The annuitant mortality
table is applied to determine the

present value of benefits for each annu-
itant, and for each nonannuitant for
the period beginning when the non-
annuitant is projected to commence re-
ceiving benefits. For purposes of this
section, an annuitant means a plan
participant who has commenced receiv-
ing benefits and a nonannuitant means
a plan participant who has not yet
commenced receiving benefits (for ex-
ample, an active employee or a termi-
nated vested participant). A partici-
pant whose benefit has partially com-
menced is treated as an annuitant with
respect to the portion of the benefit
which has commenced and a nonannu-
itant with respect to the balance of the
benefit. In addition, for any period in
which an annuitant is projected to be
receiving benefits, any beneficiary
with respect to that annuitant is also
treated as an annuitant for purposes of
this paragraph (b)(1).

(i1) Ezxamples of calculation. As an ex-
ample of the use of separate annuitant
and nonannuitant tables under para-
graph (b)(1)(i) of this section, with re-
spect to a 4b-year-old active partici-
pant who is projected to commence re-
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ceiving an annuity at age 55, the fund-
ing target would be determined using
the nonannuitant mortality table for
the period before the participant at-
tains age 55 (so that, if the static mor-
tality tables are used pursuant to para-
graph (a)(3) of this section, the prob-
ability of an active male participant
living from age 45 to age 55 using the
table that applies for a plan year begin-
ning in 2008 is 98.61%) and the annu-
itant mortality table for the period
ages 55 and above. Similarly, if a 45-
year-old terminated vested participant
is projected to commence an annuity
at age 65, the funding target would be
determined using the mnonannuitant
mortality table for the period before
the participant attains age 65 and the
annuitant mortality table for ages 65
and above.

(2) Small plan tables. If static mor-
tality tables are used pursuant to para-
graph (a)(3) of this section, as an alter-
native to the separate static tables
specified for annuitants and nonannu-
itants pursuant to paragraph (b)(1) of
this section, a combined static table
that applies the same mortality rates
to both annuitants and nonannuitants
is permitted to be used for a small
plan. For this purpose, a small plan is
defined as a plan with 500 or fewer par-
ticipants (including both active and in-
active participants) on the valuation
date.

(c) Construction of static tables—(1)
Source of basic rates. The static mor-
tality tables that are used pursuant to
paragraph (a)(3) of this section are
based on the base mortality tables set
forth in paragraph (d) of this section.

(2) Projected mortality improvements.
The mortality rates under the base
mortality tables are projected to im-
prove using the projection factors pro-
vided in Projection Scale AA, as set
forth in paragraph (d) of this section.
Using these projection factors, the
mortality rate for an individual at
each age is determined as the individ-
ual’s base mortality rate (that is, the
applicable base mortality rate from the
table set forth in paragraph (d) of this
section for the individual at that age)
multiplied by the mortality improve-
ment factor. The mortality improve-
ment factor is equal to (1-—projection
factor for that age)n, where n is equal
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to the projection period. The annuitant
mortality rates for a plan year are de-
termined using a projection period that
runs from the calendar year 2000 until
7 years after the calendar year that
contains the valuation date for the
plan year. The nonannuitant mortality
rates for a plan year are determined
using a projection period that runs
from the calendar year 2000 until 15
years after the calendar year that con-
tains the valuation date for the plan
year. Thus, for example, for a plan year
with a January 1, 2012, valuation date,
the annuitant mortality rates are de-
termined using a projection period that
runs from 2000 until 2019 (19 years) and
the nonannuitant mortality rates are
determined using a projection period
that runs from 2000 until 2027 (27
years).

(3) Construction of combined tables for
small plans. The combined mortality ta-
bles that are permitted to be used for
small plans pursuant to paragraph
(b)(2) of this section are constructed
from the separate nonannuitant and
annuitant tables using the weighting
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factors for small plans that are set
forth in paragraph (d) of this section.
The weighting factors are applied to
develop these mortality tables using
the following equation: Combined mor-
tality rate [nonannuitant rate”
(1-weighting factor)] + [annuitant
rate” weighting factor].

(d) Base mortality tables and projection
factors. The following base mortality
tables and projection factors are used
to determine generational mortality
tables for purposes of determining
present value or making any computa-
tion under section 430 as set forth in
paragraph (a)(4) of this section. In addi-
tion, the following base mortality ta-
bles and projection factors are used to
determine the static mortality tables
that are used for purposes of deter-
mining present value or making any
computation under section 430 as set
forth in paragraphs (a)(3) and (c¢) of this
section. See §1.430(h)(3)-2(c)(3) for rules
regarding the required use of the pro-
jection factors set forth in this para-
graph (d) in connection with a plan-
specific substitute mortality table.

Male Male Male Male Female Female Female Female
Base non- Base Base non- Base
Age annuitant annuitant Scale AA Weighting annuitant annuitant Scale AA Weighting
mortality mortality projection factors for mortality mortality projection factors for
rates rates (year factors small plans rates rates (year factors small plans
(year 2000) 2000) (year 2000)
1. 0.000637 0.000637 0.020 0.000571 0.000571 0.020
2 0.000430 0.000430 0.020 0.000372 0.000372 0.020
3 0.000357 0.000357 0.020 0.000278 0.000278 0.020
4 0.000278 0.000278 0.020 0.000208 0.000208 0.020
5 0.000255 0.000255 0.020 0.000188 0.000188 0.020
6 0.000244 0.000244 0.020 0.000176 0.000176 0.020
7 0.000234 0.000234 0.020 0.000165 0.000165 0.020
8 0.000216 0.000216 0.020 0.000147 0.000147 0.020
9 .. 0.000209 0.000209 0.020 0.000140 0.000140 0.020
0.000212 0.000212 0.020 0.000141 0.000141 0.020
0.000219 0.000219 0.020 0.000143 0.000143 0.020
0.000228 0.000228 0.020 0.000148 0.000148 0.020
0.000240 0.000240 0.020 0.000155 0.000155 0.020
0.000254 0.000254 0.019 0.000162 0.000162 0.018
0.000269 0.000269 0.019 0.000170 0.000170 0.016
0.000284 0.000284 0.019 0.000177 0.000177 0.015
0.000301 0.000301 0.019 0.000184 0.000184 0.014
0.000316 0.000316 0.019 0.000188 0.000188 0.014
0.000331 0.000331 0.019 0.000190 0.000190 0.015
0.000345 0.000345 0.019 0.000191 0.000191 0.016
0.000357 0.000357 0.018 0.000192 0.000192 0.017
0.000366 0.000366 0.017 0.000194 0.000194 0.017
0.000373 0.000373 0.015 0.000197 0.000197 0.016
0.000376 0.000376 0.013 0.000201 0.000201 0.015
0.000376 0.000376 0.010 0.000207 0.000207 0.014
0.000378 0.000378 0.006 0.000214 0.000214 0.012
0.000382 0.000382 0.005 0.000223 0.000223 0.012
0.000393 0.000393 0.005 0.000235 0.000235 0.012
0.000412 0.000412 0.005 0.000248 0.000248 0.012
0.000444 0.000444 0.005 0.000264 0.000264 0.010
0.000499 0.000499 0.005 0.000307 0.000307 0.008
0.000562 0.000562 0.005 0.000350 0.000350 0.008
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Male Male Male Male Female Female Female Female
Base non- Base Base non- Base
Age annuitant annuitant Scale AA Weighting annuitant annuitant Scale AA Weighting
mortality mortality projection factors for mortality mortality projection factors for
rates rates (year factors small plans rates rates (year factors small plans
(year 2000) 2000) (year 2000)
0.000631 0.000631 0.005 0.000394 0.000394 0.009
0.000702 0.000702 0.005 0.000435 0.000435 0.010
0.000773 0.000773 0.005 0.000475 0.000475 0.011
0.000841 0.000841 0.005 0.000514 0.000514 0.012
0.000904 0.000904 0.005 0.000554 0.000554 0.013
0.000964 0.000964 0.006 0.000598 0.000598 0.014
0.001021 0.001021 0.007 0.000648 0.000648 0.015
0.001079 0.001079 0.008 0.000706 0.000706 0.015
0.001142 0.001157 0.009 0.0045 0.000774 0.000774 0.015
0.001215 0.001312 0.010 0.0091 0.000852 0.000852 0.015
0.001299 0.001545 0.011 0.0136 0.000937 0.000937 0.015
0.001397 0.001855 0.012 0.0181 0.001029 0.001029 0.015
0.001508 0.002243 0.013 0.0226 0.001124 0.001124 0.016 0.0084
0.001616 0.002709 0.014 0.0272 0.001223 0.001223 0.017 0.0167
0.001734 0.003252 0.015 0.0317 0.001326 0.001335 0.018 0.0251
0.001860 0.003873 0.016 0.0362 0.001434 0.001559 0.018 0.0335
0.001995 0.004571 0.017 0.0407 0.001550 0.001896 0.018 0.0419
0.002138 0.005347 0.018 0.0453 0.001676 0.002344 0.017 0.0502
0.002288 0.005528 0.019 0.0498 0.001814 0.002459 0.016 0.0586
0.002448 0.005644 0.020 0.0686 0.001967 0.002647 0.014 0.0744
0.002621 0.005722 0.020 0.0953 0.002135 0.002895 0.012 0.0947
0.002812 0.005797 0.020 0.1288 0.002321 0.003190 0.010 0.1189
0.003029 0.005905 0.019 0.2066 0.002526 0.003531 0.008 0.1897
0.003306 0.006124 0.018 0.3173 0.002756 0.003925 0.006 0.2857
0.003628 0.006444 0.017 0.3780 0.003010 0.004385 0.005 0.3403
0.003997 0.006895 0.016 0.4401 0.003291 0.004921 0.005 0.3878
0.004414 0.007485 0.016 0.4986 0.003599 0.005531 0.005 0.4360
0.004878 0.008196 0.016 0.5633 0.003931 0.006200 0.005 0.4954
0.005382 0.009001 0.015 0.6338 0.004285 0.006919 0.005 0.5805
0.005918 0.009915 0.015 0.7103 0.004656 0.007689 0.005 0.6598
0.006472 0.010951 0.014 0.7902 0.005039 0.008509 0.005 0.7520
0.007028 0.012117 0.014 0.8355 0.005429 0.009395 0.005 0.8043
0.007573 0.013419 0.014 0.8832 0.005821 0.010364 0.005 0.8552
0.008099 0.014868 0.013 0.9321 0.006207 0.011413 0.005 0.9118
0.008598 0.016460 0.013 0.9510 0.006583 0.012540 0.005 0.9367
0.009069 0.018200 0.014 0.9639 0.006945 0.013771 0.005 0.9523
0.009510 0.020105 0.014 0.9714 0.007289 0.015153 0.005 0.9627
0.009922 0.022206 0.015 0.9740 0.007613 0.016742 0.005 0.9661
0.010912 0.024570 0.015 0.9766 0.008309 0.018579 0.006 0.9695
0.012892 0.027281 0.015 0.9792 0.009700 0.020665 0.006 0.9729
0.015862 0.030387 0.015 0.9818 0.011787 0.022970 0.007 0.9763
0.019821 0.033900 0.015 0.9844 0.014570 0.025458 0.007 0.9797
0.024771 0.037834 0.014 0.9870 0.018049 0.028106 0.008 0.9830
0.030710 0.042169 0.014 0.9896 0.022224 0.030966 0.008 0.9864
0.037640 0.046906 0.013 0.9922 0.027094 0.034105 0.007 0.9898
0.045559 0.052123 0.012 0.9948 0.032660 0.037595 0.007 0.9932
0.054469 0.057927 0.011 0.9974 0.038922 0.041506 0.007 0.9966
0.064368 0.064368 0.010 1.0000 0.045879 0.045879 0.007 1.0000
0.072041 0.072041 0.009 1.0000 0.050780 0.050780 0.007 1.0000
0.080486 0.080486 0.008 1.0000 0.056294 0.056294 0.007 1.0000
0.089718 0.089718 0.008 1.0000 0.062506 0.062506 0.007 1.0000
0.099779 0.099779 0.007 1.0000 0.069517 0.069517 0.007 1.0000
0.110757 0.110757 0.007 1.0000 0.077446 0.077446 0.006 1.0000
0.122797 0.122797 0.007 1.0000 0.086376 0.086376 0.005 1.0000
0.136043 0.136043 0.006 1.0000 0.096337 0.096337 0.004 1.0000
0.150590 0.150590 0.005 1.0000 0.107303 0.107303 0.004 1.0000
0.166420 0.166420 0.005 1.0000 0.119154 0.119154 0.003 1.0000
0.183408 0.183408 0.004 1.0000 0.131682 0.131682 0.003 1.0000
0.199769 0.199769 0.004 1.0000 0.144604 0.144604 0.003 1.0000
0.216605 0.216605 0.003 1.0000 0.157618 0.157618 0.003 1.0000
0.233662 0.233662 0.003 1.0000 0.170433 0.170433 0.002 1.0000
0.250693 0.250693 0.003 1.0000 0.182799 0.182799 0.002 1.0000
0.267491 0.267491 0.002 1.0000 0.194509 0.194509 0.002 1.0000
0.283905 0.283905 0.002 1.0000 0.205379 0.205379 0.002 1.0000
0.299852 0.299852 0.002 1.0000 0.215240 0.215240 0.001 1.0000
0.315296 0.315296 0.001 1.0000 0.223947 0.223947 0.001 1.0000
0.330207 0.330207 0.001 1.0000 0.231387 0.231387 0.001 1.0000
0.344556 0.344556 0.001 1.0000 0.237467 0.237467 0.001 1.0000
0.358628 0.358628 0.000 1.0000 0.244834 0.244834 0.000 1.0000
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Male Male Male Male Female Female Female Female
Base non- Base Base non- Base
Age annuitant annuitant Scale AA Weighting annuitant annuitant Scale AA Weighting
mortality mortality projection factors for mortality mortality projection factors for
rates rates (year factors small plans rates rates (year factors small plans
(year 2000) 2000) (year 2000)

102 .. 0.371685 0.371685 0.000 1.0000 0.254498 0.254498 0.000 1.0000
103 0.383040 0.383040 0.000 1.0000 0.266044 0.266044 0.000 1.0000
104 0.392003 0.392003 0.000 1.0000 0.279055 0.279055 0.000 1.0000
105 0.397886 0.397886 0.000 1.0000 0.293116 0.293116 0.000 1.0000
106 .. 0.400000 0.400000 0.000 1.0000 0.307811 0.307811 0.000 1.0000
107 .. 0.400000 0.400000 0.000 1.0000 0.322725 0.322725 0.000 1.0000
108 0.400000 0.400000 0.000 1.0000 0.337441 0.337441 0.000 1.0000
109 0.400000 0.400000 0.000 1.0000 0.351544 0.351544 0.000 1.0000
110 .. 0.400000 0.400000 0.000 1.0000 0.364617 0.364617 0.000 1.0000
11 . 0.400000 0.400000 0.000 1.0000 0.376246 0.376246 0.000 1.0000
112 0.400000 0.400000 0.000 1.0000 0.386015 0.386015 0.000 1.0000
113 0.400000 0.400000 0.000 1.0000 0.393507 0.393507 0.000 1.0000
114 0.400000 0.400000 0.000 1.0000 0.398308 0.398308 0.000 1.0000
115 0.400000 0.400000 0.000 1.0000 0.400000 0.400000 0.000 1.0000
116 0.400000 0.400000 0.000 1.0000 0.400000 0.400000 0.000 1.0000
117 0.400000 0.400000 0.000 1.0000 0.400000 0.400000 0.000 1.0000
118 0.400000 0.400000 0.000 1.0000 0.400000 0.400000 0.000 1.0000
119 0.400000 0.400000 0.000 1.0000 0.400000 0.400000 0.000 1.0000
120 .. 1.000000 1.000000 0.000 1.0000 1.000000 1.000000 0.000 1.0000

(e) Static mortality tables with respect
to valuation dates occurring during 2008.
The following static mortality tables
are used pursuant to paragraph (a)(3) of

this section for determining present
value or making any computation
under section 430 with respect to valu-
ation dates occurring during 2008.

Male Male Male Female Female Female

Age Non-annu- Annuitant coomlkgzgld Non-annu- Annuitant coomlkgzgld

itant mor- mortality table for itant mor- mortality table for

tality rates rates small plans tality rates rates small plans

1. 0.000400 0.000400 0.000400 0.000359 0.000359 0.000359
2 0.000270 0.000270 0.000270 0.000234 0.000234 0.000234
3. 0.000224 0.000224 0.000224 0.000175 0.000175 0.000175
4 .. 0.000175 0.000175 0.000175 0.000131 0.000131 0.000131
5 0.000160 0.000160 0.000160 0.000118 0.000118 0.000118
6 0.000153 0.000153 0.000153 0.000111 0.000111 0.000111
7 0.000147 0.000147 0.000147 0.000104 0.000104 0.000104
8 0.000136 0.000136 0.000136 0.000092 0.000092 0.000092
9 0.000131 0.000131 0.000131 0.000088 0.000088 0.000088
10 . 0.000133 0.000133 0.000133 0.000089 0.000089 0.000089
11 . 0.000138 0.000138 0.000138 0.000090 0.000090 0.000090
12 . 0.000143 0.000143 0.000143 0.000093 0.000093 0.000093
13 . 0.000151 0.000151 0.000151 0.000097 0.000097 0.000097
14 . 0.000163 0.000163 0.000163 0.000107 0.000107 0.000107
15 . 0.000173 0.000173 0.000173 0.000117 0.000117 0.000117
16 .. 0.000183 0.000183 0.000183 0.000125 0.000125 0.000125
17 .. 0.000194 0.000194 0.000194 0.000133 0.000133 0.000133
18 . 0.000203 0.000203 0.000203 0.000136 0.000136 0.000136
19 . 0.000213 0.000213 0.000213 0.000134 0.000134 0.000134
20 . 0.000222 0.000222 0.000222 0.000132 0.000132 0.000132
21 . 0.000235 0.000235 0.000235 0.000129 0.000129 0.000129
22 . 0.000247 0.000247 0.000247 0.000131 0.000131 0.000131
23 . 0.000263 0.000263 0.000263 0.000136 0.000136 0.000136
24 . 0.000278 0.000278 0.000278 0.000142 0.000142 0.000142
25 . 0.000298 0.000298 0.000298 0.000150 0.000150 0.000150
26 . 0.000329 0.000329 0.000329 0.000162 0.000162 0.000162
27 . 0.000340 0.000340 0.000340 0.000169 0.000169 0.000169
28 . 0.000350 0.000350 0.000350 0.000178 0.000178 0.000178
29 .. 0.000367 0.000367 0.000367 0.000188 0.000188 0.000188
30 . 0.000396 0.000396 0.000396 0.000210 0.000210 0.000210
31 0.000445 0.000445 0.000445 0.000255 0.000255 0.000255
32 . 0.000501 0.000501 0.000501 0.000291 0.000291 0.000291
33 .. 0.000562 0.000562 0.000562 0.000320 0.000320 0.000320
34 . 0.000626 0.000626 0.000626 0.000345 0.000345 0.000345
35 .. 0.000689 0.000689 0.000689 0.000368 0.000368 0.000368
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Male Male Male Female Female Female

. tional " tional

Age Non-annu- Annuitant coor%bined Non-annu- Annuitant coor%bined

itant mor- mortality table for itant mor- mortality table for
tality rates rates small plans tality rates rates small plans
36 ... 0.000749 0.000749 0.000749 0.000389 0.000389 0.000389
37 .. 0.000806 0.000806 0.000806 0.000410 0.000410 0.000410
38 ... 0.000839 0.000839 0.000839 0.000432 0.000432 0.000432
39 . 0.000869 0.000869 0.000869 0.000458 0.000458 0.000458
40 . 0.000897 0.000897 0.000897 0.000499 0.000499 0.000499
41 ... 0.000928 0.000955 0.000928 0.000547 0.000547 0.000547
42 ... 0.000964 0.001070 0.000965 0.000602 0.000602 0.000602
43 . 0.001007 0.001243 0.001010 0.000662 0.000662 0.000662
44 . 0.001058 0.001474 0.001066 0.000727 0.000727 0.000727
45 ... 0.001116 0.001763 0.001131 0.000776 0.000779 0.000776
46 ... 0.001168 0.002109 0.001194 0.000824 0.000882 0.000825
47 . 0.001225 0.002513 0.001266 0.000873 0.001037 0.000877
48 . 0.001284 0.002975 0.001345 0.000944 0.001244 0.000954
49 .. 0.001345 0.003495 0.001433 0.001021 0.001502 0.001041
50 ... 0.001408 0.004072 0.001529 0.001130 0.001812 0.001164
51 . 0.001472 0.004146 0.001605 0.001252 0.001931 0.001292
52 . 0.001538 0.004168 0.001718 0.001422 0.002142 0.001476
53 ... 0.001647 0.004226 0.001893 0.001617 0.002415 0.001693
54 ... 0.001767 0.004281 0.002091 0.001842 0.002744 0.001949
55 . 0.001948 0.004428 0.002460 0.002100 0.003130 0.002295
56 . 0.002177 0.004663 0.002966 0.002400 0.003586 0.002739
57 .. 0.002446 0.004983 0.003405 0.002682 0.004067 0.003153
58 ... 0.002758 0.005413 0.003926 0.002933 0.004565 0.003566
59 . 0.003046 0.005876 0.004457 0.003207 0.005130 0.004045
60 . 0.003366 0.006435 0.005095 0.003503 0.005751 0.004617
61 ... 0.003802 0.007175 0.005940 0.003818 0.006418 0.005327
62 ... 0.004180 0.007904 0.006825 0.004149 0.007132 0.006117
63 . 0.004680 0.008864 0.007986 0.004490 0.007893 0.007049
64 . 0.005082 0.009807 0.009030 0.004838 0.008715 0.007956
65 ... 0.005476 0.010861 0.010232 0.005187 0.009613 0.008972
66 ... 0.005994 0.012218 0.011795 0.005531 0.010586 0.010140
67 . 0.006363 0.013527 0.013176 0.005866 0.011632 0.011267
68 . 0.006557 0.014731 0.014436 0.006189 0.012774 0.012460
69 ... 0.006876 0.016273 0.016004 0.006495 0.014055 0.013773
70 ... 0.007009 0.017702 0.017424 0.006784 0.015529 0.015233
71 . 0.007888 0.019586 0.019312 0.007411 0.016975 0.016683
72 . 0.009646 0.021747 0.021495 0.008666 0.018881 0.018604
73 .. 0.012283 0.024223 0.024006 0.010548 0.020673 0.020433
74 ... 0.015799 0.027024 0.026849 0.013058 0.022912 0.022712
75 . 0.020195 0.030622 0.030486 0.016195 0.024916 0.024768
76 . 0.025470 0.034131 0.034041 0.019959 0.027451 0.027349
77 .. 0.031624 0.038547 0.038493 0.024351 0.030694 0.030629
78 .. 0.038657 0.043489 0.043464 0.029370 0.033835 0.033805
79 . 0.046569 0.049071 0.049064 0.035017 0.037355 0.037347
80 . 0.055360 0.055360 0.055360 0.041291 0.041291 0.041291
81 ... 0.062905 0.062905 0.062905 0.045702 0.045702 0.045702
82 .. 0.071350 0.071350 0.071350 0.050664 0.050664 0.050664
83 . 0.079534 0.079534 0.079534 0.056255 0.056255 0.056255
84 . 0.089800 0.089800 0.089800 0.062565 0.062565 0.062565
85 . 0.099680 0.099680 0.099680 0.070761 0.070761 0.070761
86 . 0.110516 0.110516 0.110516 0.080120 0.080120 0.080120
87 . 0.124300 0.124300 0.124300 0.090716 0.090716 0.090716
88 . 0.139683 0.139683 0.139683 0.101042 0.101042 0.101042
89 . 0.154366 0.154366 0.154366 0.113903 0.113903 0.113903
90 . 0.172706 0.172706 0.172706 0.125879 0.125879 0.125879
91 . 0.188113 0.188113 0.188113 0.138232 0.138232 0.138232
92 .. 0.207060 0.207060 0.207060 0.150672 0.150672 0.150672
93 ... 0.223365 0.223365 0.223365 0.165391 0.165391 0.165391
94 . 0.239646 0.239646 0.239646 0.177391 0.177391 0.177391
95 . 0.259578 0.259578 0.259578 0.188755 0.188755 0.188755
96 ... 0.275506 0.275506 0.275506 0.199303 0.199303 0.199303
97 ... 0.290981 0.290981 0.290981 0.212034 0.212034 0.212034
98 . 0.310600 0.310600 0.310600 0.220611 0.220611 0.220611
99 . 0.325288 0.325288 0.325288 0.227940 0.227940 0.227940
100 .. 0.339424 0.339424 0.339424 0.233930 0.233930 0.233930
101 .. 0.358628 0.358628 0.358628 0.244834 0.244834 0.244834
102 .. 0.371685 0.371685 0.371685 0.254498 0.254498 0.254498
103 .. 0.383040 0.383040 0.383040 0.266044 0.266044 0.266044
104 .. 0.392003 0.392003 0.392003 0.279055 0.279055 0.279055
105 .. 0.397886 0.397886 0.397886 0.293116 0.293116 0.293116
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Male Male Male Female Female Female

. tional " tional

Age Non-annu- Annuitant coor%bined Non-annu- Annuitant coor%bined

itant mor- mortality table for itant mor- mortality table for
tality rates rates small plans tality rates rates small plans
0.400000 0.400000 0.400000 0.307811 0.307811 0.307811
0.400000 0.400000 0.400000 0.322725 0.322725 0.322725
0.400000 0.400000 0.400000 0.337441 0.337441 0.337441
0.400000 0.400000 0.400000 0.351544 0.351544 0.351544
0.400000 0.400000 0.400000 0.364617 0.364617 0.364617
0.400000 0.400000 0.400000 0.376246 0.376246 0.376246
0.400000 0.400000 0.400000 0.386015 0.386015 0.386015
0.400000 0.400000 0.400000 0.393507 0.393507 0.393507
0.400000 0.400000 0.400000 0.398308 0.398308 0.398308
0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
0.400000 0.400000 0.400000 0.400000 0.400000 0.400000
1.000000 1.000000 1.000000 1.000000 1.000000 1.000000
(f) Effective/Applicability date. This bles—(i) General requirements. In order

section applies for plan years beginning
on or after January 1, 2008.

[T.D. 9419, 73 FR 44639, July 31, 2008]

§1.430(h)(3)-2 Plan-specific substitute
mortality tables used to determine
present value.

(a) In general. This section sets forth
rules for the use of substitute mor-
tality tables under section 430(h)(3)(C)
in determining any present value or
making any computation under section
430 in accordance with §1.430(h)(3)—
1(a)(1). In order to use substitute mor-
tality tables, a plan sponsor must ob-
tain approval to use substitute mor-
tality tables for the plan in accordance
with the procedures set forth in para-
graph (b) of this section. Paragraph (c)
of this section sets forth rules for the
development of substitute mortality
tables, including guidelines for deter-
mining whether a plan has sufficient
credible mortality experience to use
substitute mortality tables. Paragraph
(d) of this section sets forth special
rules regarding the use of substitute
mortality tables. The Commissioner
may, in revenue rulings and proce-
dures, notices or other guidance pub-
lished in the Internal Revenue Bulletin
(see §601.601(d)(2)(ii)(b) of this chapter),
provide additional guidance regarding
approval and use of substitute mor-
tality tables under section 430(h)(3)(C)
and related matters.

(b) Procedures for obtaining approval to
use substitute mortality tables—(1) Writ-
ten request to use substitute mortality ta-

to use substitute mortality tables, a
plan sponsor must submit a written re-
quest to the Commissioner that dem-
onstrates that those substitute mor-
tality tables meet the requirements of
section 430(h)(3)(C) and this section.
This request must state the first plan
year and the term of years (not more
than 10) that the tables are requested
to be used.

(ii) Time for written request—(A) In
general. Except as provided in this
paragraph (b)(1)(ii), substitute mor-
tality tables cannot be used for a plan
yvear unless the plan sponsor submits
the written request described in para-
graph (b)(1)(i) of this section at least 7
months prior to the first day of the
first plan year for which the substitute
mortality tables are to apply.

(B) Special rule for requests submitted
on or before October 1, 2007. Notwith-
standing the rule of ©paragraph
(b)(1)(i1)(A) of this section, the timing
of the written request described in
paragraph (b)(1)(i) of this section does
not prevent a plan from using sub-
stitute mortality tables for a plan year
provided that the written request is
submitted no later than October 1, 2007.

(C) Special rule for requests submitted
on or before October 1, 2008, with respect
to plan years beginning during 2009. Not-
withstanding the rule of paragraph
(b)(1)(Ai)(A) of this section, the timing
of the written request described in
paragraph (b)(1)(i) of this section does
not prevent a plan from using sub-
stitute mortality tables for a plan year
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that begins during 2009 provided that
the written request is submitted no
later than October 1, 2008.

(2) Commissioner’s review of request—(i)
In general. During the 180-day period
that begins on the date the plan spon-
sor submits a request to use substitute
mortality tables for a plan pursuant to
this section, the Commissioner will de-
termine whether the request to use
substitute mortality tables satisfies
the requirements of this section (in-
cluding any published guidance issued
pursuant to paragraph (a) of this sec-
tion), and will either approve or deny
the request. The Commissioner will
deny a request if the request fails to
meet the requirements of this section
or if the Commissioner determines that
a substitute mortality table does not
sufficiently reflect the mortality expe-
rience of the applicable plan popu-
lation.

(ii) Request for additional information.
The Commissioner may request addi-
tional information with respect to the
submission. Failure to provide that in-
formation on a timely basis constitutes
grounds for denial of the request.

(iii) Deemed approval. Except as pro-
vided in paragraph (b)(2)(iv) of this sec-
tion, if the Commissioner does not
issue a denial within the 180-day review
period, the request is deemed to have
been approved.

(iv) Extension of time permitted. The
Commissioner and a plan sponsor may,
before the expiration of the 180-day re-
view period, agree in writing to extend
that period, provided that any such
agreement also specifies any revisions
in the plan sponsor’s request, including
any change in the requested term of
use of the substitute mortality tables.

(c) Development of substitute mortality
tables—(1) Mortality experience require-
ments—(i) In general. Substitute mor-
tality tables must reflect the actual
mortality experience of the pension
plan for which the tables are to be used
and that mortality experience must be
credible mortality experience as de-
scribed in paragraph (c)(1)(ii) of this
section. Separate mortality tables
must be established for each gender
under the plan, and a substitute mor-
tality table is permitted to be estab-
lished for a gender only if the plan has

26 CFR Ch. | (4-1-11 Edition)

credible mortality experience with re-
spect to that gender.

(ii) Credible mortality experience. There
is credible mortality experience for a
gender within a plan if and only if, over
the period covered by the experience
study described in paragraph (c)(2)(ii)
of this section, there are at least 1,000
deaths within that gender.

(ii1) Gender without credible mortality
experience—(A) In general. If, for the
first year for which a plan uses sub-
stitute mortality tables, one gender
has credible mortality experience but
the other gender does not have credible
mortality experience, the substitute
mortality tables are used for the gen-
der that does have credible mortality
experience and the mortality tables
under §1.430(h)(3)-1 are used for the
gender that does not have credible
mortality experience. For a subsequent
plan year, the plan sponsor may con-
tinue to use substitute mortality ta-
bles for the gender with credible mor-
tality experience without using sub-
stitute mortality tables for the other
gender only if the other gender con-
tinues to lack credible mortality expe-
rience for that subsequent plan year.

(B) Demonstration of lack of credible
mortality experience for a gender. In gen-
eral, in order to demonstrate that a
gender within a plan does not have
credible mortality experience for a
plan year, the demonstration that the
gender population within the plan has
fewer than 1,000 deaths over a 4-year
period must be made using a 4-year pe-
riod that ends less than 3 years before
the first day of that plan year. For ex-
ample, if a plan uses substitute mor-
tality tables based on credible mor-
tality experience obtained over a 4-
year experience study period for its
male population and the standard mor-
tality tables under §1.430(h)(3)-1 for its
female population, there must be a
demonstration that the plan’s female
population does not have at least 1,000
deaths in a 4-year period that ends less
than 3 years before the first day of that
plan year. However, if the experience
study period described in paragraph
(€)(2)(ii)(A) of this section exceeds 4
years, then in order to demonstrate
that a gender within a plan does not
have credible mortality experience for
a plan year, the mortality experience
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of that population must be analyzed
over a period that is the same length as
the experience study on which the sub-
stitute mortality tables are based and
that ends less than 3 years before the
first day of that plan year.

(iv) Disabled individuals. Under sec-
tion 430(h)(3)(D), separate mortality ta-
bles are permitted to be used for cer-
tain disabled individuals. If such sepa-
rate mortality tables are used for those
disabled individuals, then those indi-
viduals are disregarded for all purposes
under this section. Thus, if the mor-
tality tables under section 430(h)(3)(D)
are used for disabled individuals under
a plan, mortality experience with re-
spect to those individuals must be ex-
cluded in developing mortality rates
for substitute mortality tables under
this section.

(2) Base table and base year—(i) In gen-
eral. Development of a substitute mor-
tality table under this section requires
creation of a base table and identifica-
tion of a base year under this para-
graph (c)(2). The base table and base
year are then used to determine a sub-
stitute mortality table under para-
graph (¢)(3) of this section.

(ii) Experience study and base table re-
quirements—(A) In general. The base
table for a plan population must be de-
veloped from an experience study of
the mortality experience of that plan
population that generates amounts-
weighted mortality rates based on ex-
perience data for the plan that is col-
lected over an experience study period.
The minimum length of the experience
study period is 2 years. The maximum
length of the experience study period is
5 years, but can be extended by the
Commissioner in revenue rulings, no-
tices, or other guidance published in
the Internal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter). The
last day of the final year reflected in
the experience data must be less than 3
years before the first day of the first
plan year for which the substitute mor-
tality tables are to apply. For example,
if July 1, 2009, is the first day of the
first plan year for which the substitute
mortality tables will be used, then an
experience study using calendar year
data must include data collected for a
period that ends no earlier than De-
cember 31, 2006.

§1.430(h)(3)-2

(B) Amounts-weighted mortality rates.
The amounts-weighted mortality rate
for an age is equal to the quotient de-
termined by dividing the sum of the ac-
crued benefits (or payable benefits, in
the case of individuals in pay status)
for all individuals at that age at the
beginning of the year who died during
the year, by the sum of the accrued
benefits (or payable benefits, in the
case of individuals in pay status) for all
individuals at that age at the begin-
ning of the year, with appropriate ad-
justments for individuals who left the
relevant plan population during the
year for reasons other than death. Be-
cause amounts-weighted mortality
rates for a plan cannot be determined
without accrued (or payable) benefits,
the mortality experience study used to
develop a base table cannot include pe-
riods before the plan was established.

(C) Grouping of ages. Amounts-
weighted mortality rates may be de-
rived from amounts-weighted mor-
tality rates for age groups. The Com-
missioner, in revenue rulings, notices,
or other guidance published in the In-
ternal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter),
may specify grouping rules (for exam-
ple, b5-year age groups, except for ex-
treme ages such as ages above 100 or
below 20) and methods for developing
amounts-weighted mortality rates for
individual ages from amounts-weighted
mortality rates initially determined
for each age group.

(D) Base table construction. The base
tables must be constructed from the
amounts-weighted mortality rates de-
termined in paragraph (c)(2)(ii)(B) of
this section. The base tables must be
constructed either directly through
graduation of the amounts-weighted
mortality rates or indirectly by apply-
ing a level percentage to the applicable
mortality table set forth in
§1.430(h)(3)-1, provided that the ad-
justed table sufficiently reflects the
mortality experience of the plan. The
Commissioner also may permit the use
of other recognized mortality tables in
the construction of base tables, apply-
ing a similar mortality experience
standard.

(iii) Base year requirements. The base
year is the calendar year that contains
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the day before the midpoint of the ex-
perience study period. If the base table
is constructed by applying a level per-
centage to a table set forth in
§1.430(h)(3)-1, then the percentage must
be applied to the table under
§1.430(h)(3)-1 after it has been projected
to the base year using Projection Scale
AA, as set forth in §1.430(h)(3)-1(d).
Thus, for example, if the base year of
the mortality experience study is 2005,
the applicable base (year 2000) mor-
tality rates must be projected 5 years
prior to determining the level percent-
age to be applied to the applicable pro-
jected base (year 2000) mortality rates.

(iv) Change in number of individuals
covered by table. Experience data can-
not be used to develop a base table if
the number of individuals in the popu-
lation covered by the table (for exam-
ple, the male annuitant population) as
of the last day of the plan year before
the year the request to use substitute
mortality tables is made, compared to
the average number of individuals in
that population over the years covered
by the experience study on which the
substitute mortality tables are based,
reflects a difference of 20 percent or
more, unless it is demonstrated to the
satisfaction of the Commissioner that
the experience data is accurately pre-
dictive of future mortality of that plan
population (taking into account the ef-
fect of the change in individuals) after
appropriate adjustments to the data
are made (for example, excluding data
from individuals with respect to a
spun-off portion of the plan). For this
purpose, a reasonable estimate of the
number of individuals in the popu-
lation covered by the table may be
used, such as the estimated number of
participants and beneficiaries used for
purposes of the PBGC Form 1-ES.

(3) Determination of substitute mortality
tables—(i) In general. A plan’s sub-
stitute mortality tables must be
generational mortality tables. Sub-
stitute mortality tables are determined
using the base mortality tables devel-
oped pursuant to paragraph (c)(2) of
this section and the projection factors
provided in Projection Scale AA, as set
forth in §1.430(h)(3)-1(d). Under the
generational mortality tables, the
probability of an individual’s death at
a particular age is determined as the
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individual’s base mortality rate (that
is, the applicable mortality rate from
the base mortality table for the age for
which the probability of death is being
determined) multiplied by the mor-
tality improvement factor. The mor-
tality improvement factor is equal to
(1-projection factor for that age)n,
where n is equal to the projection pe-
riod (the number of years between the
base year for the base mortality table
and the calendar year in which the in-
dividual attains the age for which the
probability of death is being deter-
mined).

(i1) Example of calculation. As an ex-
ample of the use of generational mor-
tality tables under paragraph (c)(3)(i)
of this section, if approved substitute
mortality tables are based on data col-
lected during 2005 and 2006, the base
year would be 2005 because 2005 would
be the year that contains the day be-
fore the midpoint of the experience
study period. If the tables show a base
mortality rate of .006000 for male annu-
itants at age 54, the probability of
death at age 54 for a male annuitant
born in 1974 would be determined using
the base mortality rate of .006000, the
age-b4 projection factor of .020 (pursu-
ant to the Scale AA Projection Factors
set forth in §1.430(h)(3)-1(d)) and a pro-
jection period of 23 years. The projec-
tion period is the number of years be-
tween the base year of 2005 and the cal-
endar year in which the individual
reaches age 54. Accordingly, the mor-
tality improvement factor would be
.628347 and the probability of death at
age 54 would be .003770.

(4) Separate tables for specified popu-
lations—(i) In general. Except as pro-
vided in this paragraph (c)(4), separate
substitute mortality tables are per-
mitted to be used for separate popu-
lations within a gender under a plan
only if—

(A) All individuals of that gender in
the plan are divided into separate pop-
ulations;

(B) Each separate population has
credible mortality experience as pro-
vided in paragraph (c)(4)(iii) of this sec-
tion; and

(C) The separate substitute mortality
table for each separate population is
developed using mortality experience
data for that population.
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(ii) Annuitant and nonannuitant sepa-
rate populations. Notwithstanding para-
graph (¢)(4)(i1)(B) of this section, sub-
stitute mortality tables for separate
populations of annuitants and non-
annuitants within a gender may be
used even if only one of those separate
populations has credible mortality ex-
perience. Similarly, if separate popu-
lations that satisfy paragraph
(©)@)()(B) of this section are estab-
lished, then any of those populations
may be further subdivided into sepa-
rate annuitant and nonannuitant sub-
populations, provided that at least one
of the two resulting subpopulations has
credible mortality experience. The
standard mortality tables under
§1.430(h)(3)-1 are used for a resulting
subpopulation that does not have cred-
ible mortality experience. For exam-
ple, in the case of a plan that has cred-
ible mortality experience for both its
male hourly and salaried individuals, if
the male salaried annuitant population
has credible mortality experience, the
plan may use substitute mortality ta-
bles with respect to that population
even if the standard mortality tables
under §1.430(h)(3)-1 are used for the
male salaried nonannuitant population
(because that nonannuitant population
does not have credible mortality expe-
rience).

(iii) Credible mortality experience for
separate populations. In determining
whether a separate population within a
gender has credible mortality experi-
ence, the requirements of paragraph
(c)(1)(ii) of this section must be satis-
fied but, in applying that paragraph
(c)(1)(ii), the separate population
should be substituted for the particular
gender. In demonstrating that an annu-
itant or nonannuitant population with-
in a gender or within a separate popu-
lation does not have credible mortality
experience, the requirements of para-
graph (c¢)(1)(iii) of this section must be
satisfied but, in applying that para-
graph, the annuitant (or nonannuitant)
population should be substituted for
the particular gender.

(d) Special rules—(1) All plans in con-
trolled group must use substitute mortality
tables—(i) In general. Except as other-
wise provided in this paragraph (d)(1),
substitute mortality tables are per-
mitted to be used for a plan for a plan
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year only if, for that plan year (or any
portion of that plan year), substitute
mortality tables are also approved and
used for each other pension plan sub-
ject to the requirements of section 430
that is maintained by the sponsor and
by each member of the plan sponsor’s
controlled group. For purposes of this
section, the term controlled group
means any group treated as a single
employer under paragraph (b), (c), (m),
or (o) of section 414.

(ii) Plans without credible experience—
(A) In general. For the first year for
which a plan uses substitute mortality
tables, the use of substitute mortality
tables for the plan is not prohibited
merely because another plan described
in paragraph (d)(1)(i) of this section
cannot use substitute mortality tables
because neither the males nor the fe-
males under that other plan have cred-
ible mortality experience for a plan
year. For each subsequent plan year,
the plan sponsor may continue to use
substitute mortality tables for the plan
with credible mortality experience
without using substitute mortality ta-
bles for the other plan only if neither
the males nor the females under that
other plan have credible mortality ex-
perience for that subsequent plan year.

(B) Analysis of mortality experience.
For each plan year in which a plan uses
substitute mortality tables, in order to
demonstrate that the male and female
populations of another plan maintained
by the plan sponsor (or by a member of
the plan sponsor’s controlled group) do
not have credible mortality experience,
the requirements of paragraph
(c)(1)(iii)(B) of this section must be sat-
isfied for that plan year. Thus, a plan
is not prohibited from using substitute
mortality tables for a plan year merely
because another plan in the controlled
group of the plan sponsor does not have
at least 1,000 male deaths and does not
have at least 1,000 female deaths in a 4-
year period (or a period that is the
length of the experience study period if
the experience study period under para-
graph (c)(2)(ii)(A) of this section is
longer than 4 years) that ends less than
3 years before the first day of that plan
year.

(iii) Newly affiliated plans not using
substitute mortality tables—(A) In gen-
eral. The use of substitute mortality
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tables for a plan is not prohibited
merely because a newly affiliated plan
does not use substitute mortality ta-
bles, but only through the last day of
the plan year of the plan using sub-
stitute mortality tables that contains
the last day of the period described in
section 410(b)(6)(C)(ii) for either the
newly affiliated plan or the plan using
substitute mortality tables, whichever
is later. Thus, for the following plan
year, the mortality tables prescribed
under §1.430(h)(3)-1 apply with respect
to the plan (and all other plans within
the plan sponsor’s controlled group, in-
cluding the newly affiliated plan) un-
less—

(I) Approval to use substitute mor-
tality tables has been obtained with re-
spect to the newly affiliated plan pur-
suant to paragraph (b)(1) of this sec-
tion; or

(2) The newly affiliated plan cannot
use substitute mortality tables because
neither the males nor the females
under the plan have credible mortality
experience as described in paragraph
(c)(1)(ii) of this section (as determined
in accordance with the rules of para-
graph (d)(1)(iv) of this section).

(B) Definition of newly affiliated plan.
For purposes of this section, a plan is
treated as a newly affiliated plan if it
becomes maintained by the plan spon-
sor (or by a member of the plan spon-
sor’s controlled group) in connection
with a merger, acquisition, or similar
transaction described in §1.410(b)-2(f).
A plan also is treated as a newly affili-
ated plan for purposes of this section if
the plan is established in connection
with a transfer of assets and liabilities
from another employer’s plan in con-
nection with a merger, acquisition, or
similar  transaction described in
§1.410(b)-2(f).

(iv) Demonstration of credible mortality
experience for newly affiliated plan—(A)
In general. In general, in the case of a
newly affiliated plan described in para-
graph (d)(1)(iii) of this section, the
demonstration of whether credible
mortality experience exists for the
plan for a plan year may be made by ei-
ther including or excluding mortality
experience data for the period prior to
the date the plan becomes maintained
by a member of the new plan sponsor’s
controlled group. If a plan sponsor ex-
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cludes mortality experience data for
the period prior to the date the plan
becomes maintained within the new
plan sponsor’s controlled group, the ex-
clusion must apply for all populations
within the plan.

(B) Demonstration of credible mortality
experience. Regardless of whether mor-
tality experience data for the period
prior to the date a newly affiliated plan
becomes maintained within the new
plan sponsor’s controlled group is in-
cluded or excluded for a plan year, the
provisions of this section, including the
demonstration of credible mortality
experience in accordance with para-
graph (c¢)(1)(ii) of this section, must be
satisfied before substitute mortality
tables may be used with respect to the
plan. Thus, for example, the plan must
meet the rule in paragraph (c)(2)(ii)(A)
of this section that the base table be
based on mortality experience data for
the plan over a 2-year or longer con-
secutive period that ends less than 3
years before the first day of the plan
year for which substitute mortality ta-
bles will be used.

(C) Demonstration of lack of credible
mortality experience. In the case of a
newly affiliated plan described in para-
graph (d)(1)(iii) of this section, in order
to demonstrate a lack of credible mor-
tality experience with respect to a gen-
der for a plan year, the rules of para-
graph (¢)(1)(iii)(B) of this section gen-
erally will apply. However, a special
rule applies if the plan’s mortality ex-
perience demonstration for a plan year
is made by excluding mortality experi-
ence for the period prior to the date
the plan becomes maintained by a
member of the new plan sponsor’s con-
trolled group. In such a case, an em-
ployer is permitted to demonstrate a
plan’s lack of credible mortality expe-
rience using an experience study period
of less than four years, provided that
the experience study period begins with
the date the plan becomes maintained
within the sponsor’s controlled group
and ends not more than one year and
one day before the first day of the plan
year with respect to which the lack of
credible mortality experience dem-
onstration is made.

(D) Example. The following example
illustrates the application of this para-
graph (d)(1):

1244



Internal Revenue Service, Treasury

Example. (i) Employer A is a corporation
and maintains Plan M, which has a calendar
year plan year and has obtained approval to
use substitute mortality tables for 10 years
beginning with the plan year that begins on
January 1, 2009. Employer B is a corporation
and maintains Plan N, which does not use
substitute mortality tables and has a cal-
endar year plan year. On July 1, 2010, Em-
ployer A acquires 100% of the stock of Em-
ployer B.

(ii) Pursuant to paragraph (d)(1)(iii) of this
section, the maintenance of Plan N within
the controlled group that maintains Plan M
does not impair the use of substitute mor-
tality tables by Plan M through the end of
the plan year that ends on December 31, 2011.

(iii) Pursuant to paragraph (d)(1)(iii) of
this section, beginning with the plan year
that begins on January 1, 2012, Plan M con-
tinues to use substitute mortality tables
only if either Plan N obtains approval to use
substitute mortality tables or Employer A
can demonstrate that Plan N does not have
credible mortality experience. Pursuant to
paragraph (d)(1)(iv)(C) of this section, Em-
ployer A is permitted to either exclude mor-
tality experience date for the period of time
before July 1, 2010 (the date Plan N became
maintained with Employer A’s controlled
group), or include that mortality experience
data for purposes of demonstrating that Plan
N does not have credible mortality experi-
ence. Thus, if there is an experience study
that shows that the male and female popu-
lations of Plan N each do not have 1,000
deaths during the period from July 1, 2010,
through December 31, 2010, then the mainte-
nance of Plan N within the Employer A’s
controlled group does not impair Plan M’s
use of substitute mortality tables for Plan
M’s 2012 plan year.

(iv) For Plan M’s 2013 plan year, pursuant
to paragraph (d)(1)(iv)(C) of this section, the
maintenance of Plan N within Employer A’s
controlled group does not impair Plan M’s
use of substitute mortality tables if there is
an experience study that shows that the
male and female populations of Plan N each
do not have 1,000 deaths during the period
from July 1, 2010, through December 31, 2011.

(2) Duration of use of tables. Except as
provided in paragraph (d)(4) of this sec-
tion, substitute mortality tables are
used with respect to a plan for the
term of consecutive plan years speci-
fied in the plan sponsor’s written re-
quest to use such tables under para-
graph (b)(1) of this section and ap-
proved by the Commissioner, or such
shorter period prescribed by the Com-
missioner in the approval to use sub-
stitute mortality tables. Following the
end of such term of use, or following
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any early termination of use described
in paragraph (d)(4) of this section, the
mortality tables specified in
§1.430(h)(3)-1 apply with respect to the
plan unless approval under paragraph
(b)(1) of this section has been received
by the plan sponsor to use substitute
mortality tables for a further term.

(38) Aggregation—(i) Permissive aggrega-
tion of plans. In order for a plan sponsor
to use a set of substitute mortality ta-
bles with respect to two or more plans,
the rules of this section are applied by
treating those plans as a single plan. In
such a case, the substitute mortality
tables must be used for the aggregated
plans and must be based on data col-
lected with respect to those aggregated
plans.

(ii) Required aggregation of plans. In
general, plans are not required to be
aggregated for purposes of applying the
rules of this section. However, for pur-
poses of this section, a plan is required
to be aggregated with any plan that
was previously spun off from that plan
for purposes of this section if the Com-
missioner determines that one purpose
of the spinoff is to avoid the use of sub-
stitute mortality tables for any of the
plans that were involved in the spinoff.

(4) Early termination of use of tables—
(i) General rule. A plan’s substitute
mortality tables cannot be used as of
the earliest of—

(A) The plan year in which the plan
fails to satisfy the requirements of
paragraph (c)(1) of this section (regard-
ing credible mortality experience re-
quirements and demonstrations);

(B) The plan year in which the plan
fails to satisfy the requirements of
paragraph (d)(1) of this section (regard-
ing use of substitute mortality tables
by controlled group members);

(C) The second plan year following
the plan year in which there is a sig-
nificant change in individuals covered
by the plan as described in paragraph
(d)(4)(ii) of this section;

(D) The plan year following the plan
year in which a substitute mortality
table used for a plan population is no
longer accurately predictive of future
mortality of that population, as deter-
mined by the Commissioner or as cer-
tified by the plan’s actuary to the sat-
isfaction of the Commissioner; or
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(E) The date specified in guidance
published in the Internal Revenue Bul-
letin (see §601.601(d)(2)(ii)(b) of this
chapter) pursuant to a replacement of
mortality tables specified under sec-
tion 430(h)(3)(A) and §1.430(h)(3)-1
(other than annual updates to the stat-
ic mortality tables issued pursuant to
§1.430(h)(3)-1(a)(3)).

(ii) Significant change in coverage—(A)
Change in coverage from time of experi-
ence study. For purposes of applying
the rules of paragraph (d)(4)(i)(C) of
this section, a significant change in the
individuals covered by a substitute
mortality table occurs if there is an in-
crease or decrease in the number of in-
dividuals of at least 20 percent com-
pared to the average number of individ-
uals in that population over the years
covered by the experience study on
which the substitute mortality tables
are based. However, a change in cov-
erage is not treated as significant if
the plan’s actuary certifies in writing
to the satisfaction of the Commissioner
that the substitute mortality tables
used for the plan population continue
to be accurately predictive of future
mortality of that population (taking
into account the effect of the change in
the population).

(B) Change in coverage from time of cer-
tification. For purposes of applying the
rules of paragraph (d)(4)(i)(C) of this
section, a significant change in the in-
dividuals covered by a substitute mor-
tality table occurs if there is an in-
crease or decrease in the number of in-
dividuals covered by a substitute mor-
tality table of at least 20 percent com-
pared to the number of individuals in a
plan year for which a certification de-
scribed in paragraph (d)(4)(ii)(A) of this
section was made on account of a prior
change in coverage. However, a change
in coverage is not treated as signifi-
cant if the plan’s actuary certifies in
writing to the satisfaction of the Com-
missioner that the substitute mor-
tality tables used by the plan with re-
spect to the covered population con-
tinue to be accurately predictive of fu-
ture mortality of that population (tak-
ing into account the effect of the
change in the plan population).
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(e) Effective/Applicability date. This
section applies for plan years beginning
on or after January 1, 2009.

[T.D. 9419, 73 FR 44644, July 31, 2008]

§1.430(1)-1 Special rules for plans in
at-risk status.

(a) In general—(1) Overview. This sec-
tion provides special rules related to
determining the funding target and
making other computations for certain
defined benefit plans that are in at-risk
status for the plan year. Section 430(i)
and this section apply to single em-
ployer defined benefit plans (including
multiple employer plans) but do not
apply to multiemployer plans (as de-
fined in section 414(f)). Paragraph (b) of
this section describes rules for deter-
mining whether a plan is in at-risk sta-
tus for a plan year, including the deter-
mination of a plan’s funding target at-
tainment percentage and at-risk fund-
ing target attainment percentage.
Paragraph (c) of this section describes
the funding target for a plan in at-risk
status. Paragraph (d) of this section de-
scribes the target normal cost for a
plan in at-risk status. Paragraph (e) of
this section describes rules regarding
how the funding target and the target
normal cost are determined for a plan
that has been in at-risk status for
fewer than 5 consecutive plan years.
Paragraph (f) of this section sets forth
effective/applicability dates and transi-
tion rules.

(2) Special rules for multiple employer
plans. In the case of a multiple em-
ployer plan to which section
413(c)(4)(A) applies, the rules of section
430 and this section are applied sepa-
rately for each employer under the
plan, as if each employer maintained a
separate plan. For example, at-risk sta-
tus is determined separately for each
employer under such a multiple em-
ployer plan. In the case of a multiple
employer plan to which section
413(c)(4)(A) does not apply (that is, a
plan described in section 413(c)(4)(B)
that has not made the election for sec-
tion 413(c)(4)(A) to apply), the rules of
section 430 and this section are applied
as if all participants in the plan were
employed by a single employer.
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(b) Determination of at-risk status of a
plan—(1) General rule. Except as other-
wise provided in this section, a plan is
in at-risk status for a plan year if—

(i) The funding target attainment
percentage for the preceding plan year
(determined under paragraph (b)(3) of
this section) is less than 80 percent;
and

(ii) The at-risk funding target attain-
ment percentage for the preceding plan
year (determined under paragraph
(b)(4) of this section) is less than 70 per-
cent.

(2) Small plan exception. If, on each
day during the preceding plan year, a
plan had 500 or fewer participants (in-
cluding both active and inactive par-
ticipants), determined in accordance
with the same rules that apply for pur-
poses of §1.430(g)-1(b)(2)(ii), then the
plan is not treated as being in at-risk
status for the plan year.

(3) Funding target attainment percent-
age. For purposes of this section, ex-
cept as otherwise provided in para-
graph (b)(5) of this section, the funding
target attainment percentage of a plan
for a plan year is the funding target at-
tainment percentage as defined in
§1.430(d)-1(b)(3).

(4) At-risk funding target attainment
percentage. Except as otherwise pro-
vided in paragraph (b)(5) of this sec-
tion, the at-risk funding target attain-
ment percentage of a plan for a plan
year is a fraction (expressed as a per-
centage)—

(i) The numerator of which is the
value of plan assets for the plan year
after subtraction of the prefunding bal-
ance and the funding standard carry-
over balance under section 430(f)(4)(B);
and

(ii) The denominator of which is the
at-risk funding target of the plan for
the plan year (determined under para-
graph (c) of this section, but without
regard to the loading factor imposed
under paragraph (c)(2)(ii) of this sec-
tion).

(5) Special rules—(i) Special rule for
new plans. Except as otherwise pro-
vided in paragraph (b)(5)(iii) of this sec-
tion, in the case of a new plan that was
neither the result of a merger nor in-
volved in a spinoff, the funding target
attainment percentage under para-
graph (b)(3) of this section and the at-
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risk funding target attainment per-
centage under paragraph (b)(4) of this
section are equal to 100 percent for
years before the plan exists.

(ii) Special rule for plans with czero
funding target. Except as otherwise pro-
vided in paragraph (b)(5)(iii) of this sec-
tion, if the funding target of the plan is
equal to zero for a plan year, then the
funding target attainment percentage
under paragraph (b)(3) of this section
and the at-risk funding target attain-
ment percentage under paragraph (b)(4)
of this section are equal to 100 percent
for that plan year.

(iii) Exception when plan has prede-
cessor plan that was in at-risk status.
[Reserved]

(iv) Special rules for plans that are the
result of a merger. [Reserved]

(v) Special rules for plans that are in-
volved in a spinoff. [Reserved]

(6) Special rule for determining at-risk
status of plans of specified automobile
manufacturers. See section 430(i)(4)(C)
for special rules for determining the
at-risk status of plans of specified
automobile and automobile parts man-
ufacturers.

(c) Funding target for plans in at-risk
status—(1) In general. If the plan has
been in at-risk status for 5 consecutive
years, including the current plan year,
then the funding target for the plan is
the at-risk funding target determined
under paragraph (c)(2) of this section.
See paragraph (e) of this section for the
determination of the funding target
where the plan is in at-risk status for
the plan year but was not in at-risk
status for one or more of the 4 pre-
ceding plan years.

(2) At-risk funding target—(@i) Use of
modified actuarial assumptions. HExcept
as otherwise provided in this paragraph
(c)(2), the at-risk funding target of the
plan under this paragraph (c)(2) for the
plan year is equal to the present value
of all benefits accrued or earned under
the plan as of the beginning of the plan
year, as determined in accordance with
§1.430(d)-1 but using the additional ac-
tuarial assumptions described in para-
graph (¢)(3) of this section.

(ii) Funding target includes load. The
at-risk funding target is increased by
the sum of—
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(A) $700 multiplied by the number of
participants in the plan (including ac-
tive participants, inactive partici-
pants, and beneficiaries); plus

(B) Four percent of the funding tar-
get (determined under §1.430(d)-1(b)(2)
as if the plan was not in at-risk status)
of the plan for the plan year.

(iii) Minimum amount. Notwith-
standing any otherwise applicable pro-
visions of this section, the at-risk fund-
ing target of a plan for a plan year is
not less than the plan’s funding target
for the plan year determined without
regard to this section.

(3) Additional actuarial assumptions—
(i) In general. The actuarial assump-
tions used to determine a plan’s at-risk
funding target for a plan year are the
actuarial assumptions that are applied
under section 430, with the modifica-
tions described in this paragraph (c)(3).

(ii) Special retirement age assumption—
(A) Participants eligible to retire and col-
lect benefits within 11 years. Subject to
paragraph (¢)(3)(ii)(B) of this section, if
a participant would be eligible to com-
mence an immediate distribution by
the end of the 10th plan year after the
current plan year (that is, the end of
the 11th plan year beginning with the
current plan year), that participant is
assumed to commence an immediate
distribution at the earliest retirement
age under the plan, or, if later, at the
end of the current plan year. The rule
of this paragraph (c)(3)(ii)(A) does not
affect the application of plan assump-
tions regarding an employee’s termi-
nation of employment prior to the em-
ployee’s earliest retirement age.

(B) Participants otherwise assumed to
retire immediately. The special retire-
ment age assumption of paragraph
()(3)(ii)(A) of this section does not
apply to a participant to the extent the
participant is otherwise assumed to
commence benefits during the current
plan year under the actuarial assump-
tions for the plan. For example, if gen-
erally applicable retirement assump-
tions would provide for a 25 percent
probability that a participant will
commence benefits during the current
plan year, the special retirement age
assumption of paragraph (c)(3)(ii)(A) of
this section requires the plan’s enrolled
actuary to assume a 75 percent prob-
ability that the participant will com-
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mence benefits at the end of the plan
year.

(C) Definition of earliest retirement
date. For purposes of this paragraph
(c)(3)(ii), a plan’s earliest retirement
date for an employee is the earliest
date on which the employee can com-
mence receiving an immediate dis-
tribution of a fully vested benefit
under the plan. See §1.401(a)-20, Q&A-
17(b).

(iii) Requirement to assume most valu-
able benefit. All participants and bene-
ficiaries who are assumed to retire on a
particular date are assumed to elect
the optional form of benefit available
under the plan that would result in the
highest present value of benefits com-
mencing at that date.

(iv) Reasonable techniques permitted.
The plan’s actuary is permitted to use
reasonable techniques in determining
the actuarial assumptions that are re-
quired to be used pursuant to this para-
graph (c)(3). For example, the plan’s
actuary is permitted to use reasonable
assumptions in determining the op-
tional form of benefit under the plan
that would result in the highest
present value of benefits for this pur-
pose.

(d) Target mormal cost of plans in at-
risk status—(1) General rule. If the plan
has been in at-risk status for 5 con-
secutive years, including the current
plan year, then the target normal cost
for the plan is the at-risk target nor-
mal cost determined under paragraph
(d)(2) of this section. See paragraph (e)
of this section for the determination of
the target normal cost where the plan
is in at-risk status for the plan year
but was not in at-risk status for one or
more of the 4 preceding plan years.

(2) At-risk target normal cost—(i) Use of
modified actuarial assumptions—(A) In
general. Except as otherwise provided
in this paragraph (d)(2), the at-risk tar-
get normal cost of a plan for the plan
year is equal to the present value (de-
termined as of the valuation date) of
all benefits that accrue during, are
earned during, or are otherwise allo-
cated to service in the plan year, as de-
termined in accordance with §1.430(d)-1
but using the additional actuarial as-
sumptions described in paragraph (c)(3)
of this section.
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(B) Special adjustments. The target
normal cost of the plan for the plan
year (determined under paragraph
(A)(2)({A)(A) of this section) is adjusted
(not below zero) by adding the amount
of plan-related expenses expected to be
paid from plan assets during the plan
year and subtracting the amount of
any mandatory employee contributions
expected to be made during the plan
year.

(C) Plan-related expenses. For pur-
poses of this paragraph (d)(2), plan-re-
lated expenses are determined using
the rules of §1.430(d)-1(b)(1)(iii)(B).

(ii) Loading factor. The at-risk target
normal cost is increased by a loading
factor equal to 4 percent of the present
value (determined as of the valuation
date) of all benefits under the plan that
accrue, are earned, or are otherwise al-
located to service for the plan year
under the applicable rules of §1.430(d)-
1(c)(1)(i)(B), (C), or (D), determined as
if the plan were not in at-risk status.

(iii) Minimum amount. The at-risk
target normal cost of a plan for a plan
year is not less than the plan’s target
normal cost determined without regard
to section 430(i) and this section.

(e) Transition between applicable fund-
ing targets and applicable target normal
costs—(1) Funding target. If a plan that
is in at-risk status for the plan year
has not been in at-risk status for one
or more of the preceding 4 plan years,
the plan’s funding target for the plan
year is determined as the sum of—

(i) The funding target determined
without regard to section 430(i) and
this section; plus

(ii) The phase-in percentage for the
plan year multiplied by the excess of—

(A) The at-risk funding target deter-
mined under paragraph (c)(2) of this
section (determined taking into ac-
count paragraph (e)(4) of this section);
over

(B) The funding target determined
without regard to section 430(i) and
this section.

(2) Target normal cost. If a plan that is
in at-risk status for the plan year has
not been in at-risk status for one or
more of the preceding 4 plan years, the
plan’s target normal cost for the plan
year is determined as the sum of—

§1.430(i)-1

(i) The target normal cost deter-
mined without regard to section 430(i)
and this section; plus

(ii) The phase-in percentage for the
plan year multiplied by the excess of—

(A) The at-risk target normal cost
determined under paragraph (d)(2) of
this section (determined taking into
account paragraph (e)(4) of this sec-
tion); over

(B) The target normal cost deter-
mined without regard to section 430(i)
and this section.

(3) Phase-in percentage. For purposes
of this paragraph (e), the phase-in per-
centage is 20 percent multiplied by the
number of consecutive plan years that
the plan has been in at-risk status (in-
cluding the current plan year) and not
taking into account years before the
first effective plan year for a plan.

(4) Transition funding target and target
normal cost determined without load.
Notwithstanding paragraph (c)(2)(ii) of
this section, if a plan has not been in
at-risk status for 2 or more of the pre-
ceding 4 plan years (not taking into ac-
count years before the first effective
plan year for a plan), then the plan’s
at-risk funding target that is used for
purposes of paragraph (e)(1)(ii)(A) of
this section (to calculate the plan’s
funding target where the plan has been
in at-risk status for fewer than 5 plan
years) is determined without regard to
the loading factor set forth in para-
graph (c)(2)(ii) of this section. Simi-
larly, if a plan has not been in at-risk
status for 2 or more of the preceding 4
plan years (not taking into account
years before the first effective plan
year for a plan), then the plan’s at-risk
target normal cost that is used for pur-
poses of paragraph (e)(2)(ii)(A) of this
section (to calculate the plan’s target
normal cost where the plan has been in
at-risk status for fewer than 5 plan
years) is determined without regard to
the loading factor set forth in para-
graph (d)(2)(ii) of this section.

(f) Effective/applicability dates and
transition rules—(1) Statutory effective
date/applicability date—(i) General rule.
Section 430 generally applies to plan
years beginning on or after January 1,
2008. The applicability of section 430 for
purposes of determining the minimum
required contribution is delayed for
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certain plans in accordance with sec-
tions 104 through 106 of the Pension
Protection Act of 2006 (PPA ’06), Public
Law 109-280 (120 Stat. 780).

(ii) Applicability of special adjustments
to target normal cost. The special adjust-
ments of paragraph (d)(2)(i)(B) of this
section (relating to adjustments to the
target normal cost for plan-related ex-
penses and mandatory employee con-
tributions) apply to plan years begin-
ning after December 31, 2008. In addi-
tion, a plan sponsor may elect to make
the special adjustments of paragraph
(A)(2)(A)(B) of this section for plan years
beginning in 2008. This election is made
in the same manner and is subject to
the same rules as an election to add an
amount to the plan’s prefunding bal-
ance pursuant to §1.430(f)-1(f). Thus,
the election can be made no later than
the last day for making the minimum
required contribution for the plan year
to which the election relates.

(2) Effective date/applicability date of
regulations. This section applies to plan
years beginning on or after January 1,
2010. For plan years beginning before
January 1, 2010, plans are permitted to
rely on the provisions set forth in this
section for purposes of satisfying the
requirements of section 430.

(38) First effective plan year. For pur-
poses of this section, the first effective
plan year for a plan is the first plan
year to which section 430 applies to the
plan for purposes of determining the
minimum required contribution.

(4) Transition rule for determining at-
risk status. In the case of plan years be-
ginning in 2008, 2009, and 2010, para-
graph (b)(1)(i) of this section is applied
by substituting the following percent-
ages for ‘80 percent’’—

(1) 65 percent in the case of 2008;

(ii) 70 percent in the case of 2009; and

(iii) 75 percent in the case of 2010.

[T.D. 9467, 74 FR 53058, Oct. 15, 2009]

§1.431(c)(6)-1 Mortality tables used to
determine current liability.

(a) Mortality tables used to determine
current liability. The mortality assump-
tions that apply to a defined benefit
plan for the plan year pursuant to sec-
tion 430(h)(3)(A) and §1.430(h)(3)-1(a)(2)
are used to determine a multiemployer
plan’s current liability for purposes of
applying the rules of section 431(c)(6).
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A multiemployer plan is permitted to
apply either the static mortality tables
used pursuant to §1.430(h)(3)-1(a)(3) or
generational mortality tables used pur-
suant to §1.430(h)(3)-1(a)(4) for this pur-
pose. However, for this purpose, a mul-
tiemployer plan is not permitted to use

substitute mortality tables under
§1.430(h)(3)-2.
(b) Effective/applicability date. This

section applies for plan years beginning
on or after January 1, 2008.

[T.D. 9419, 73 FR 44648, July 31, 2008]
§§1.432-1.435 [Reserved]

§1.436-0 Table of contents.

This section contains a listing of the
major headings of §1.436-1.
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efit accruals under single employer
defined benefit plans.
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(4) Treatment of plan as of close of prohib-
ited or cessation period.

(5) Deemed election to reduce funding bal-
ances.

(b) Limitation on shutdown benefits and
other unpredictable contingent event bene-
fits.

(1) In general.

(2) Exemption if section 436 contribution is
made.

(3) Rules of application.

(4) Prior unpredictable contingent event.

(c) Limitations on plan amendments in-
creasing liability for benefits.

(1) In general.

(2) Exemption if section 436 contribution is
made.

(3) Rules of application regarding pre-ex-
isting plan provisions.

(4) Exceptions.

(5) Rule for determining when an amend-
ment takes effect.

(6) Treatment of mergers, consolidations,
and transfers of plan assets into a plan. [Re-
served]

(d) Limitations on prohibited payments.

(1) AFTAP less than 60 percent.

(2) Bankruptcy.

(3) Limited payment if AFTAP at least 60
percent but less than 80 percent.

(4) Exception for cessation of benefit ac-
cruals.

(5) Right to delay commencement.

(6) Plan alternative for special optional
forms.
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(7) Exception for distributions permitted
without consent of the participant under sec-
tion 411(a)(11).

(e) Limitation on benefit accruals for plans
with severe funding shortfalls.

(1) In general.

(2) Exemption if section 436 contribution is
made.

(3) Special rule under section 203 of the
Worker, Retiree, and Employer Recovery Act
of 2008. [Reserved]

(f) Methods to avoid or terminate benefit
limitations.

(1) In general.

(2) Current year contributions to avoid or
terminate benefit limitations.
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(4) Examples.
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(1) In general.
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(5) Periods after certification of AFTAP.
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(h) Presumed underfunding for purposes of
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(1) Presumption of
funding.

(2) Presumption of underfunding beginning
on first day of 4th month for certain under-
funded plans.

(3) Presumption of underfunding beginning
on first day of 10th month.

(4) Certification of AFTAP.

(5) Examples of rules of paragraphs (h)(1),
(h)(2), and (h)(3) of this section.

(6) Examples of application of paragraph
(h)(4) of this section.

(i) [Reserved]

(j) Definitions.

(1) Adjusted funding target attainment
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(2) Annuity starting date.

(3) First effective plan year.

(4) Funding target.

(5) Prior year adjusted funding target at-
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(6) Prohibited payment.
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(k) Effective/applicability dates.
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(3) Effective date/applicability date of reg-
ulations.

[T.D. 9467, 74 FR 53060, Oct. 15, 2009]

continued under-

§1.436-1

§1.436-1 Limits on benefits and ben-
efit accruals under single employer
defined benefit plans.

(a) General rules—(1) Qualification re-
quirement. Section 401(a)(29) provides
that a defined benefit pension plan that
is subject to section 412 and that is not
a multiemployer plan (within the
meaning of section 414(f)) is a qualified
plan only if it satisfies the require-
ments of section 436. This section pro-
vides rules relating to funding-based
limitations on certain benefits under
section 436, and the requirements of
section 436 are satisfied only if the plan
meets the requirements of this section
beginning with the plan’s first effective
plan year. This section applies to sin-
gle employer defined benefit plans (in-
cluding multiple employer plans), but
does not apply to multiemployer plans.

(2) Organization of the regulation.
Paragraph (b) of this section describes
limitations on shutdown benefits and
other unpredictable contingent event
benefits. Paragraph (c) of this section
describes limitations on plan amend-
ments increasing liabilities. Paragraph
(d) of this section describes limitations
on prohibited payments. Paragraph (e)
of this section describes limitations on
benefit accruals. Paragraph (f) of this
section provides rules relating to meth-
ods to avoid or terminate benefit limi-
tations. Paragraph (g) of this section
provides rules for the operation of the
plan in relation to benefit limitations
under section 436. Paragraph (h) of this
section describes related presumptions
regarding underfunding that apply for
purposes of the benefit limitations
under section 436 and requirements re-
lating to certifications. Paragraph (j)
of this section contains definitions.
Paragraph (k) of this section contains
effective/applicability date provisions.

(3) Special rules for certain plans—@i)
New plans. The limitations described in
paragraphs (b), (¢), and (e) of this sec-
tion do not apply to a plan for the first
5 plan years of the plan. Except as oth-
erwise provided by the Commissioner
in guidance of general applicability,
plan years of the plan include the fol-
lowing (in addition to plan years dur-
ing which the plan was maintained by
the employer or plan sponsor):

1251



§1.436-1

(A) Plan years when the plan was
maintained by a predecessor employer
within the meaning of §1.415(f)-1(c)(1).

(B) Plan years of another defined
benefit plan maintained by a prede-
cessor employer within the meaning of
§1.415(f)-1(c)(2) within the preceding
five years if any participants in the
plan participated in that other defined
benefit plan (even if the plan main-
tained by the employer is not the plan
that was maintained by the prede-
cessor employer).

(C) Plan years of another defined ben-
efit plan maintained by the employer
within the preceding five years if any
participants in the plan participated in
that other defined benefit plan.

(ii) Application of section 436 after ter-
mination of a plan—(A) In general. Ex-
cept as otherwise provided in para-
graph (a)(3)(ii)(B) of this section, any
section 436 limitations in effect imme-
diately before the termination of a
plan do not cease to apply thereafter.

(B) Ezxception for payments pursuant to
plan termination. The limitations under
section 436(d) and paragraph (d) of this
section do not apply to prohibited pay-
ments (within the meaning of para-
graph (j)(6) of this section) that are
made to carry out the termination of a
plan in accordance with applicable law.
For example, a plan sponsor’s purchase
of an irrevocable commitment from an
insurer to pay benefit liabilities in con-
nection with the standard termination
of a plan in accordance with section
4041(b)(3) of the Employee Retirement
Income Security Act of 1974, as amend-
ed (ERISA), and in accordance with 29
CFR 4041.28, does not violate section
436(d) or this section.

(ii1) Multiple employer plans. In the
case of a multiple employer plan to
which section 413(c)(4)(A) applies, this
section applies separately with respect
to each employer under the plan, as if
each employer maintained a separate
plan. Thus, the benefit limitations
under section 436 and this section could
apply differently to participants who
are employees of different employers
under such a multiple employer plan.
In the case of a multiple employer plan
to which section 413(c)(4)(A) does not
apply (that is, a plan described in sec-
tion 413(c)(4)(B) that has not made the
election for section 413(c)(49)(A) to
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apply), this section applies as if all par-
ticipants in the plan were employed by
a single employer.

(4) Treatment of plan as of close of pro-
hibited or cessation period—(i) Applica-
tion to prohibited payments and accru-
als—(A) Resumption of prohibited pay-
ments. If a limitation on prohibited
payments under paragraph (d) of this
section applied to a plan as of a section
436 measurement date (as defined in
paragraph (j)(8) of this section), but
that limit no longer applies to the plan
as of a later section 436 measurement
date, then the limitation on prohibited
payments under the plan does not
apply to benefits with annuity starting
dates (as defined in paragraph (j)(2) of
this section) that are on or after that
later section 436 measurement date.
Any amendment to eliminate an op-
tional form of benefit that contains a
prohibited payment with respect to an
annuity starting date during a period
in which the limitations of section
436(d) and paragraph (d) of this section
do not apply to the plan is subject to
the rules of section 411(d)(6).

(B) Resumption of benefit accruals. If a
limitation on benefit accruals under
paragraph (e) of this section applied to
a plan as of a section 436 measurement
date, but that limit no longer applies
to the plan as of a later section 436
measurement date, then that limita-
tion does not apply to benefit accruals
that are based on service on or after
that later section 436 measurement
date, except to the extent that the plan
provides that benefit accruals will not
resume when the limitation ceases to
apply. The plan must comply with the
rules relating to partial years of par-
ticipation and the prohibition on dou-
ble proration under Department of
Labor regulation 29 CFR 2530.204-2(c)
and (d).

(i1) Restoration of options and missed
benefit accruals—(A) Option to amend
plan. A plan is permitted to be amend-
ed to provide participants who had an
annuity starting date within a period
during which a limitation under para-
graph (d) of this section applied to the
plan with the opportunity to make a
new election under which the form of
benefit previously elected is modified,
subject to applicable qualification re-
quirements. A participant who makes
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such a new election is treated as hav-
ing a new annuity starting date under
sections 415 and 417. Similarly, a plan
is permitted to be amended to provide
that any benefit accruals which were
limited under the rules of paragraph (e)
of this section are credited under the
plan when the limitation no longer ap-
plies, subject to applicable qualifica-
tion requirements. Any such plan
amendment with respect to a new an-
nuity starting date or crediting of ben-
efit accruals is subject to the require-
ments of section 436(c) and paragraph
(c) of this section.

(B) Automatic plan provisions. A plan
is permitted to provide that partici-
pants who had an annuity starting date
within a period during which a limita-
tion under paragraph (d) of this section
applied to the plan will be provided
with the opportunity to have a new an-
nuity starting date (which would con-
stitute a new annuity starting date
under sections 415 and 417) under which
the form of benefit previously elected
may be modified, subject to applicable
qualification requirements, once the
limitations of paragraph (d) of this sec-
tion cease to apply. In addition, subject
to the rules of paragraph (c)(3) of this
section, a plan is permitted to provide
for the automatic restoration of ben-
efit accruals that had been limited
under section 436(e) as of the section
436 measurement date that the limita-
tion ceases to apply.

(iii) Shutdown and other unpredictable
contingent event benefits. If unpredict-
able contingent event benefits with re-
spect to an unpredictable contingent
event that occurs during the plan year
are not permitted to be paid after the
occurrence of the event because of the
limitations of section 436(b) and para-
graph (b) of this section, but are per-
mitted to be paid later in the plan year
as a result of additional contributions
under paragraph (f)(2) of this section or
pursuant to the enrolled actuary’s cer-
tification of the adjusted funding tar-
get attainment percentage for the plan
year that meets the requirements of
paragraph (g)(5)(ii)(B) of this section,
then those unpredictable contingent
event benefits must automatically be-
come payable, retroactive to the period
those benefits would have been payable
under the terms of the plan (other than
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plan terms implementing the require-
ments of section 436(b)). If the benefits
do not become payable during the plan
year in accordance with the preceding
sentence, then the plan is treated as if
it does not provide for those benefits.
However, all or any portion of those
benefits can be restored pursuant to a
plan amendment that meets the re-
quirements of section 436(c) and para-
graph (c) of this section and other ap-
plicable qualification requirements.

(iv) Treatment of plan amendments that
do not take effect. If a plan amendment
does not take effect as of the effective
date of the amendment because of the
limitations of section 436(c) and para-
graph (c) of this section, but is per-
mitted to take effect later in the plan
year as a result of additional contribu-
tions under paragraph (f)(2) of this sec-
tion or pursuant to the enrolled actu-
ary’s certification of the adjusted fund-
ing target attainment percentage for
the plan year that meets the require-
ments of paragraph (g)(5)(ii)(C) of this
section, then the plan amendment
must automatically take effect as of
the first day of the plan year (or, if
later, the original effective date of the
amendment). If the plan amendment
cannot take effect during the plan
year, then it must be treated as if it
were never adopted, unless the plan
amendment provides otherwise.

(v) Erxample. The following example
illustrates the rules of this paragraph
(a)(4):

Example. (i) Plan T is a non-collectively
bargained defined benefit plan with a plan
yvear that is the calendar year and a valu-
ation date of January 1. As of January 1,
2011, Plan T does not have a funding standard
carryover balance or a prefunding balance.
Plan T’s sponsor is not in bankruptcy. Be-
ginning January 1, 2011, Plan T is subject to
the restriction on prohibited payments under
paragraph (d)(3) of this section based on a
presumed adjusted funding target attain-
ment percentage (AFTAP) of 75%.

(ii) U is a participant in Plan T. Partici-
pant U retires on February 1, 2011, and elects
to receive benefits in the form of a single
sum. Plan T may pay only a portion (gen-
erally, 50%) of the prohibited payment. Ac-
cordingly, U elects in accordance with para-
graph (d)(3)(ii) of this section to receive 50%
of U’s benefit in a single sum (up to the 2011
PBGC maximum benefit guarantee amount
described in paragraph (d)(3)(iii)(C) of this
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section) and the remainder as an imme-
diately commencing straight life annuity.

(iii) On March 1, 2011, the enrolled actuary
for the Plan certifies that the AFTAP for
2011 is 80%. Accordingly, beginning March 1,
2011, Plan T is no longer subject to the re-
striction under paragraph (d)(3) of this sec-
tion.

(iv) Effective March 1, 2011, Plan T is
amended to provide that a participant whose
benefits were restricted under paragraph
(d)(3) of this section with respect to an annu-
ity starting date between January 1, 2011,
and February 28, 2011, may elect, within a
specified period on or after March 1, 2011, a
new annuity starting date and receive the re-
mainder of his or her pension benefits in an
accelerated form of payment. Plan T’s en-
rolled actuary determines that the AFTAP,
taking into account the amendment, would
still be 80%. The amendment is permitted to
take effect because Plan T would have an
AFTAP of 80% taking into account the
amendment and is therefore neither subject
to the restriction on plan amendments in
paragraph (c) of this section nor the restric-
tions on prohibited payments under para-
graphs (d)(1) and (d)(3) of this section. Ac-
cordingly, Participant U may elect, within
the specified period and subject to otherwise
applicable qualification rules, including
spousal consent, to receive the remainder of
U’s benefits in the form of a single sum on or
after March 1, 2011.

() Deemed election to reduce funding
balances—(i) Limitations on accelerated
benefit payments. If a benefit limitation
under paragraph (d)(1) or (d)(3) of this
section would (but for this paragraph
(a)(b)) apply to a plan, the employer is
treated as having made an election
under section 430(f) to reduce the
prefunding balance or funding standard
carryover balance by such amount as is
necessary for the adjusted funding tar-
get attainment percentage to be at the
applicable threshold (60 or 80 percent,
as the case may be) in order for the
benefit limitation not to apply to the
plan. The determination of whether a
benefit limitation under paragraph (d)
of this section would apply to a plan is
based on whether the plan provides for
an optional form of benefit that would
be limited under section 436(d) and is
not based on whether any participant
elects payment of benefits in such a
form.

(ii) Other Ilimitations for collectively
bargained plans—(A) General rule. In the
case of a collectively bargained plan to
which a benefit limitation under para-
graph (b), (¢), or (e) of this section
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would (but for this paragraph (a)(5))
apply, the employer is treated as hav-
ing made an election under section
430(f) to reduce the prefunding balance
or funding standard carryover balance
by such amount as is necessary for the
adjusted funding target attainment
percentage to be at the applicable
threshold (60 or 80 percent, as the case
may be) in order for the benefit limita-
tion not to apply to the plan, taking
into account the adjustments described
in paragraph (g)(2)(iii)(A), (g)(3)(1i)(A),
or (g)(5)(1)(B) of this section, whichever
applies.

(B) Collectively bargained plans. A plan
is considered a collectively bargained
plan for purposes of this paragraph
(a)(b)(ii) if—

(I) At least 50 percent of the employ-
ees benefiting under the plan (within
the meaning of §1.410(b)-3(a)) are mem-
bers of collective bargaining units for
which the benefit levels under the plan
are specified under a collective bar-
gaining agreement; or

(2) At least 25 percent of the partici-
pants in the plan are members of col-
lective bargaining units for which the
benefit levels under the plan are speci-
fied wunder a collective bargaining
agreement.

(iii) Exception for insufficient funding
balances—(A) In general. Paragraphs
(a)(5)(1) and (a)(5)(ii) of this section
apply with respect to a benefit limita-
tion for any plan year only if the appli-
cation of those paragraphs would result
in the corresponding benefit limitation
not applying for such plan year. Thus,
if the plan’s prefunding and funding
standard carryover balances were re-
duced to zero and the resulting in-
crease in plan assets taken into ac-
count would still not increase the
plan’s adjusted funding target attain-
ment percentage enough to reach the
threshold percentage applicable to the
benefit limitation, the deemed election
to reduce those balances pursuant to
paragraph (a)(b)(i) or (a)(5)(ii) of this
section does not apply.

(B) Presumed adjusted funding target
attainment percentage less than 60 per-
cent. During any period when a plan is
presumed to have an adjusted funding
target attainment percentage of less
than 60 percent as a result of paragraph

1254



Internal Revenue Service, Treasury

(h)(3) of this section, the plan is treat-
ed as if the prefunding balance and the
funding standard carryover balance are
insufficient to increase the adjusted
funding target attainment percentage
to the threshold percentage of 60 per-
cent. Accordingly, the deemed election
to reduce those balances pursuant to
paragraphs (a)(5)(i) and (a)(b)(ii) of this
section does not apply to the plan.

(iv) Other rules—(A) Date of deemed
election. If an election is deemed to be
made pursuant to this paragraph (a)(5),
then the plan sponsor is treated as hav-
ing made that election on the date as
of which the applicable benefit limita-
tion would otherwise apply.

(B) Coordination with section 436 con-
tributions. The determination of wheth-
er one of the benefit limitations de-
scribed in paragraph (a)(5)(ii)(A) of this
section would otherwise apply is made
without regard to any contribution de-
scribed in paragraph (f)(2) of this sec-
tion. Thus, the requirement to reduce
the prefunding balance or funding
standard carryover balance under para-
graph (a)(5)(ii) of this section cannot be
avoided through the use of a section 436
contribution.

(C) Coordination with elections to offset
minimum  required  contribution. See
§1.430(f)-1(d)(1)(ii) for rules on the co-
ordination of elections to offset the
minimum required contribution and
the deemed election to reduce the
prefunding and funding standard carry-
over balances under this paragraph
(a)(5).

(v) Example. The following example
illustrates the rules of this paragraph
(a)(5):

Example. (i) Plan W is a collectively bar-
gained, single employer defined benefit plan
sponsored by Sponsor X, with a plan year
that is the calendar year and a valuation
date of January 1.

(ii) The enrolled actuary for Plan W issues
a certification on March 1, 2010, that the 2010
AFTAP is 81%. Sponsor X adopts an amend-
ment on March 25, 2010, to increase benefits
under a formula based on participant com-
pensation, with an effective date of May 1,
2010. (Because the formula is based on com-
pensation, the exception in paragraph
(c)(4)(i) of this section does not apply.) The
plan’s enrolled actuary determines that the
plan’s AFTAP for 2010 would be 75% if the
benefits attributable to the plan amendment
were taken into account in determining the
funding target.
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(iii) Because the AFTAP would be below
the 80% threshold if the benefits attributable
to the plan amendment were taken into ac-
count in determining the funding target,
Sponsor X is deemed pursuant to paragraph
(a)(5)(ii) of this section to have made an elec-
tion to reduce Plan W’s prefunding and fund-
ing standard carryover balances by the
amount necessary for the AFTAP to reach
the 80% threshold (reflecting the increase in
funding target attributable to the plan
amendment), provided that the amount of
those balances is sufficient for this purpose.

(iv) If the deemed election described in
paragraph (iii) of this example occurs, the
plan amendment takes effect on its effective
date (May 1, 2010). See paragraph (f) of this
section for other methods to avoid or termi-
nate benefit limitations (where, for example,
the amount necessary for a benefit limita-
tion not to apply for a plan year exceeds the
sum of the prefunding balance and the fund-
ing standard carryover balance).

(6) Notice requirements. See section
101(j) of ERISA for rules requiring the
plan administrator of a single em-
ployer plan to provide a written notice
to participants and beneficiaries within
30 days after certain specified dates,
which depend on whether the plan has
become subject to a restriction de-
scribed in the ERISA provisions that
are parallel to Internal Revenue Code
sections 436(b), 436(d), and 436(e)
(ERISA sections 206(g)(1), 206(g)(3), and
206(g2)(4), respectively).

(b) Limitation on shutdown benefits
and other unpredictable contingent event
benefits—(1) In general. Except as other-
wise provided in this paragraph (b), a
plan satisfies section 436(b) and this
paragraph (b) only if it provides that
unpredictable contingent event bene-
fits with respect to any unpredictable
contingent events occurring during a
plan year will not be paid if the ad-
justed funding target attainment per-
centage for the plan year is—

(i) Less than 60 percent; or

(i1) 60 percent or more, but would be
less than 60 percent if the adjusted
funding target attainment percentage
were redetermined applying an actu-
arial assumption that the likelihood of
occurrence of the unpredictable contin-
gent event during the plan year is 100
percent.

(2) Exemption if section 436 contribution
is made. The prohibition on payment of

1255



§1.436-1

unpredictable contingent event bene-
fits under paragraph (b)(1) of this sec-
tion ceases to apply with respect to
benefits attributable to an unpredict-
able contingent event occurring during
the plan year upon payment by the
plan sponsor of the contribution de-
scribed in paragraph (f)(2)(iii) of this
section with respect to that event. If
the prior sentence applies with respect
to an unpredictable contingent event,
then all benefits with respect to the
unpredictable contingent event must
be paid, including benefits for periods
prior to the contribution. See para-
graph (f) of this section for additional
rules.

(3) Rules of application—({) Partici-
pant-by-participant application. The lim-
itations of section 436(b) and this para-
graph (b) apply on a participant-by-
participant basis. Thus, whether pay-
ment or commencement of an unpre-
dictable contingent event benefit under
a plan is restricted with respect to a
participant is determined based on
whether the participant satisfies the
plan’s eligibility requirements (other
than the attainment of any age, per-
formance of any service, receipt or der-
ivation of any compensation, or the oc-
currence of death or disability) for
such a benefit in a plan year in which
the limitations of section 436(b) and
this paragraph (b) apply.

(ii) Multiple contingencies. In the case
of a plan that provides for a benefit
that depends upon the occurrence of
more than one unpredictable contin-
gent event with respect to a partici-
pant, the unpredictable contingent
event for purposes of section 436(b) and
this paragraph (b) occurs upon the last
to occur of those unpredictable contin-
gent events.

(iii) Cessation of benefits. Cessation of
a benefit under a plan upon the occur-
rence of a specified event is not an un-
predictable contingent event for pur-
poses of section 436(b) and this para-
graph (b). Thus, section 436(b) and this
paragraph (b) do not prohibit provi-
sions of a plan that provide for ces-
sation, suspension, or reduction of any
benefits upon occurrence of any event.
However, upon any subsequent re-
commencement of benefits (including
any restoration of benefits), the rules
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of section 436 and this section will
apply.

(4) Prior unpredictable contingent
event. Unpredictable contingent event
benefits attributable to an unpredict-
able contingent event that occurred
within a period during which no limita-
tion under this paragraph (b) applied to
the plan are not affected by the limita-
tion described in this paragraph (b) as
it applies in a subsequent period. For
example, if a plant shutdown occurs in
2010 and the plan’s funded status is
such that benefits contingent upon
that plant shutdown are not subject to
the limitation described in this para-
graph (b) for that calendar plan year,
this paragraph (b) does not apply to re-
strict payment of those benefits even if
another plant shutdown occurs in 2012
that results in the restriction of bene-
fits that are contingent upon that later
plant shutdown under this paragraph
(b) (where the plan’s adjusted funding
target attainment percentage for 2012
would be less than 60 percent taking
into account the liability attributable
to those shutdown benefits).

(c) Limitations on plan amendments in-
creasing liability for benefits—(1) In gen-
eral. Except as otherwise provided in
this paragraph (c), a plan satisfies sec-
tion 436(c) and this paragraph (c) only
if the plan provides that no amendment
to the plan that has the effect of in-
creasing liabilities of the plan by rea-
son of increases in benefits, establish-
ment of new benefits, changing the
rate of benefit accrual, or changing the
rate at which benefits become non-
forfeitable will take effect in a plan
year if the adjusted funding target at-
tainment percentage for the plan year
is—

(i) Less than 80 percent; or

(i1) 80 percent or more, but would be
less than 80 percent if the benefits at-
tributable to the amendment were
taken into account in determining the
adjusted funding target attainment
percentage.

(2) Exemption if section 436 contribution
is made—(i) General rule. The limita-
tions on plan amendments in para-
graph (c)(1) of this section cease to
apply with respect to an amendment
upon payment by the plan sponsor of
the contribution described in para-
graph (f)(2)(iv) of this section, so that
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the amendment is permitted to take ef-
fect as of the later of the first day of
the plan year or the effective date of
the amendment. See paragraph (f) of
this section for additional rules.

(i1) Amendments that do mnot increase
funding target. If the amount of the
contribution described in paragraph
(£)(2)(iv) of this section is $0 (because
the amendment increases benefits sole-
ly for future periods), the amendment
is permitted to take effect without re-
gard to this paragraph (c). However, see
§1.430(d)-1(d)(2) for a rule that requires
such an amendment to be taken into
account in determining the funding
target and the target normal cost in
certain situations.

(3) Rules of application regarding pre-
existing plan provisions. If a plan con-
tains a provision that provides for the
automatic restoration of benefit accru-
als that were not permitted to accrue
because of the application of section
436(e) and paragraph (e) of this section,
the restoration of those accruals is
generally treated as a plan amendment
that is subject to section 436(c). How-
ever, such a provision is permitted to
take effect without regard to the limits
of section 436(c) and this paragraph (c)
if—

(i) The continuous period of the limi-
tation is 12 months or less; and

(ii) The plan’s enrolled actuary cer-
tifies that the adjusted funding target
attainment percentage for the plan
would not be less than 60 percent tak-
ing into account the restored benefit
accruals for the prior plan year.

(4) Ezxceptions—(i) Benefit increases
based on compensation—(A) In general.
In accordance with section 436(c)(3),
section 436(c) and this paragraph (c) do
not apply to any amendment that pro-
vides for an increase in benefits under
a formula that is not based on a par-
ticipant’s compensation, but only if
the rate of increase in benefits does not
exceed the contemporaneous rate of in-
crease in average wages of participants
covered by the amendment. The deter-
mination of the rate of increase in av-
erage wages is made by taking into
consideration the net increase in aver-
age wages from the period of time be-
ginning with the effective date of the
most recent benefit increase applicable
to all of those participants who are
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covered by the current amendment and
ending on the effective date of the cur-
rent amendment.

(B) Application to participants who are
not currently employed. If an amend-
ment applies to both currently em-
ployed participants and other partici-
pants, all participants to whom the
amendment applies are included in de-
termining the increase in average
wages of the participants covered by
the amendment for purposes of this
paragraph (c)(4)(i). For this purpose,
participants who are not employees at
any time during the period from the ef-
fective date of the most recent earlier
benefit increase applicable to all of the
participants who are covered by the
current amendment and ending on the
effective date of the current amend-
ment are treated as having no increase
or decrease in wages for the period
after severance from employment.

(C) Separate amendments for different
plan populations. In lieu of a single
amendment that applies to both cur-
rently employed participants and other
participants as described in paragraph
(¢)(4)(i)(B) of this section, the employer
can adopt multiple amendments—such
as one that increases benefits for par-
ticipants currently employed on the ef-
fective date of the current amendment
and another one that increases benefits
for other participants. In that case, the
two amendments are considered sepa-
rately in determining the increase in
average wages, and the exception in
this paragraph (c)(4)(i) applies sepa-
rately to each amendment. Thus, the
increase in benefits for currently em-
ployed participants takes effect if it
satisfies the exception under this para-
graph (c)(4), but the amendment in-
creasing benefits for other participants
who received no increase in wages from
the employer during the period over
which the increase in average wages is
separately subject to the rules of this
paragraph (c) without regard to the
rules of this paragraph (c)(4).

(i1) Plan provisions providing for accel-
erated vesting. To the extent that any
amendment provides for (or any pre-ex-
isting plan provision results in) a man-
datory increase in the vesting of bene-
fits under the Code or ERISA (such as
vesting rate increases pursuant to stat-
ute, plan termination amendments or
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partial terminations under section
411(d)(3), and vesting increases required
by the rules for top-heavy plans under
section 416), that amendment (or pre-
existing plan provision) does not con-
stitute an amendment that changes the
rate at which benefits become non-
forfeitable for purposes of section 436(c)
and this paragraph (c). However, this
paragraph (c)(4)(ii) applies only to the
extent the increase in vesting is nec-
essary to enable the plan to continue
to satisfy the requirements for quali-
fied plans.

(iii) Authority for additional excep-
tions. The Commissioner may, in guid-
ance of general applicability, issue ad-
ditional rules wunder which other
amendments to a plan are not treated
as amendments to which section 436(c)
and this paragraph (c) apply. See
§601.601(d)(2) relating to objectives and
standards for publishing regulations,
revenue rulings and revenue procedures
in the Internal Revenue Bulletin.

(6) Rule for determining when an
amendment takes effect. For purposes of
section 436(c) and this paragraph (c), in
the case of an amendment that in-
creases benefits, the amendment takes
effect under a plan on the first date on
which any individual who is or could be
a participant or beneficiary under the
plan would obtain a legal right to the
increased benefit if the individual were
on that date to satisfy the applicable
requirements for entitlement to the
benefit (such as the attainment of any
age, performance of any service, re-
ceipt or derivation of any compensa-
tion, or the occurrence of death, dis-
ability, or severance from employ-
ment).

(6) Treatment of mergers, consolida-
tions, and transfers of plan assets into a
plan. [Reserved]

(d) Limitations on prohibited pay-
ments—(1) AFTAP less than 60 percent. A
plan satisfies the requirements of sec-
tion 436(d)(1) and this paragraph (d)(1)
only if the plan provides that, if the
plan’s adjusted funding target attain-
ment percentage for a plan year is less
than 60 percent, a participant or bene-
ficiary is not permitted to elect an op-
tional form of benefit that includes a
prohibited payment, and the plan will
not pay any prohibited payment, with
an annuity starting date on or after
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the applicable section 436 measurement
date.

(2) Bankruptcy. A plan satisfies the
requirements of section 436(d)(2) and
this paragraph (d)(2) only if the plan
provides that a participant or bene-
ficiary is not permitted to elect an op-
tional form of benefit that includes a
prohibited payment, and the plan will
not pay any prohibited payment, with
an annuity starting date that occurs
during any period in which the plan
sponsor is a debtor in a case under title
11, United States Code, or similar Fed-
eral or State law, except for payments
made within a plan year with an annu-
ity starting date that occurs on or
after the date on which the enrolled ac-
tuary of the plan certifies that the
plan’s adjusted funding target attain-
ment percentage for that plan year is
not less than 100 percent.

(3) Limited payment if AFTAP at least
60 percent but less than 80 percent—() In
general. A plan satisfies the require-
ments of section 436(d)(3) and this para-
graph (d)(3) only if the plan provides
that, in any case in which the plan’s
adjusted funding target attainment
percentage for a plan year is 60 percent
or more but is less than 80 percent, a
participant or beneficiary is not per-
mitted to elect the payment of an op-
tional form of benefit that includes a
prohibited payment, and the plan will
not pay any prohibited payment, with
an annuity starting date on or after
the applicable section 436 measurement
date, unless the present value, deter-
mined in accordance with section
417(e)(3), of the portion of the benefit
that is being paid in a prohibited pay-
ment (which portion is determined
under paragraph (d)3)(iii)(B) of this
section) does not exceed the lesser of—

(A) 50 percent of the present value
(determined in accordance with section
417(e)(3)) of the benefit payable in the
optional form of benefit that includes
the prohibited payment; or

(B) 100 percent of the PBGC max-
imum benefit guarantee amount de-
scribed in paragraph (d)(3)(iii)(C) of
this section.

(ii) Bifurcation if optional form un-
available—(A) Requirement to offer bifur-
cation. If an optional form of benefit
that is otherwise available under the
terms of the plan is not available as of
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the annuity starting date because of
the application of paragraph (d)(3)(i) of
this section, then the plan must permit
the participant or beneficiary to elect
to—

(I) Receive the unrestricted portion
of that optional form of benefit (deter-
mined under the rules of paragraph
(d)(B)(iii)(D) of this section) at that an-
nuity starting date, determined by
treating the unrestricted portion of the
benefit as if it were the participant’s or
beneficiary’s entire benefit under the
plan;

(2) Commence benefits with respect
to the participant’s or beneficiary’s en-
tire benefit under the plan in any other
optional form of benefit available
under the plan at the same annuity
starting date that satisfies paragraph
(d)(3)(1) of this section; or

(3) Defer commencement of the pay-
ments to the extent described in para-
graph (d)(5) of this section.

(B) Rules relating to bifurcation. If the
participant or beneficiary elects pay-
ment of the unrestricted portion of the
benefit as described in paragraph
(A)(B)(Ai1)(A)() of this section, then the
plan must permit the participant or
beneficiary to elect payment of the re-
mainder of the participant’s or bene-
ficiary’s benefits under the plan in any
optional form of benefit at that annu-
ity starting date otherwise available
under the plan that would not have in-
cluded a prohibited payment if that op-
tional form applied to the entire ben-
efit of the participant or beneficiary.
The rules of §1.417(e)-1 are applied sep-
arately to the separate optional forms
for the unrestricted portion of the ben-
efit and the remainder of the benefit
(the restricted portion).

(C) Plan alternative that anticipates
election of payment that includes a pro-
hibited payment. With respect to an op-
tional form of benefit that includes a
prohibited payment and that is not
permitted to be paid under paragraph
(d)(3)(1) of this section, for which no ad-
ditional information from the partici-
pant or beneficiary (such as informa-
tion regarding a social security lev-
eling optional form of benefit) is need-
ed to make that determination, rather
than wait for the participant or bene-
ficiary to elect such optional form of
benefit, a plan is permitted to provide
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for separate elections with respect to
the restricted and unrestricted por-
tions of that optional form of benefit.
However, the rule in the preceding sen-
tence applies only if—

(I) The plan applies the rule to all
such optional forms; and

(2) The plan identifies the option that
the bifurcation election replaces.

(iii) Definitions applicable to limited
payment option—(A) In general. The
definitions in this paragraph (d)(3)(iii)
apply for purposes of this paragraph
(D).

(B) Portion of benefit being paid in a
prohibited payment. If a benefit is being
paid in an optional form for which any
of the payments is greater than the
amount payable under a straight life
annuity to the participant or bene-
ficiary (plus any social security supple-
ments described in the last sentence of
section 411(a)(9) payable to the partici-
pant or beneficiary) with the same an-
nuity starting date, then the portion of
the benefit that is being paid in a pro-
hibited payment is the excess of each
payment over the smallest payment
during the participant’s lifetime under
the optional form of benefit (treating a
period after the annuity starting date
and during the participant’s lifetime in
which no payments are made as a pay-
ment of zero).

(C) PBGC maximum benefit guarantee
amount. The PBGC maximum benefit
guarantee amount described in this
paragraph (d)(3)(iii)(C) is the present
value (determined under guidance pre-
scribed by the Pension Benefit Guar-
anty Corporation, using the interest
and mortality assumptions under sec-
tion 417(e)) of the maximum benefit
guarantee with respect to a participant
(based on the participant’s age or the
beneficiary’s age at the annuity start-
ing date) under section 4022 of ERISA
for the year in which the annuity start-
ing date occurs.

(D) Unrestricted portion of the benefit—
(I) General rule. Except as otherwise
provided in this paragraph (d)(3)(iii)(D),
the unrestricted portion of the benefit
with respect to any optional form of
benefit is 50 percent of the amount pay-
able under the optional form of benefit.

(2) Special rule for forms which include
social security leveling or a refund of em-
ployee contributions. For an optional
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form of benefit that is a prohibited
payment on account of a social secu-
rity leveling feature (as defined in
§1.411(d)-3(g)(16)) or a refund of em-
ployee contributions feature (as de-
fined in §1.411(d)-3(g)(11)), the unre-
stricted portion of the benefit is the
optional form of benefit that would
apply if the participant’s or bene-
ficiary’s accrued benefit were 50 per-
cent smaller.

(3) Limited to PBGC mazximum benefit
guarantee amount. After the application
of the preceding rules of this paragraph
(d)(B)({ii)(D), the unrestricted portion
of the benefit with respect to the op-
tional form of benefit is reduced, to the
extent necessary, so that the present
value (determined in accordance with
section 417(e)) of the unrestricted por-
tion of that optional form of benefit
does not exceed the PBGC maximum
benefit guarantee amount (described in
paragraph (d)(3)(iii)(C) of this section).

(iv) Other rules—(A) One time applica-
tion. A plan satisfies the requirements
of this paragraph (d)(3) only if the plan
provides that, in the case of a partici-
pant with respect to whom a prohibited
payment (or series of prohibited pay-
ments under a single optional form of
benefit) is made pursuant to paragraph
(d)(B)(@A) or (ii) of this section, no addi-
tional prohibited payment may be
made with respect to that participant
during any period of consecutive plan
years for which prohibited payments
are limited under this paragraph (d).

(B) Treatment of beneficiaries. For pur-
poses of this paragraph (d)(3), benefits
provided with respect to a participant
and any beneficiary of the participant
(including an alternate payee, as de-
fined in section 414(p)(8)) are aggre-
gated. If the only benefits paid under
the plan with respect to the partici-
pant are death benefits payable to the
beneficiary, then paragraph
(d)(3)(iii)(B) of this section is applied
by substituting the lifetime of the ben-
eficiary for the lifetime of the partici-
pant. If the accrued benefit of a partic-
ipant is allocated to such an alternate
payee and one or more other persons,
then the unrestricted amount under
paragraph (d)(3)(iii)(D) of this section
is allocated among such persons in the
same manner as the accrued benefit is
allocated, unless a qualified domestic
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relations order (as defined in section
414(p)(1)(A)) with respect to the partici-
pant or the alternate payee provides
otherwise. See paragraphs (j)(2)(ii) and
(j)(6)(ii) of this section for other special
rules relating to beneficiaries.

(C) Treatment of annuity purchases and
plan transfers. This paragraph
(A)(B)(Iv)(C) applies for purposes of ap-
plying paragraphs (d)(3)(i) and (iii)(D)
of this section. In the case of a prohib-
ited payment described in paragraph
()H(6)1)(B) of this section (relating to
purchase from an insurer), the present
value of the portion of the benefit that
is being paid in a prohibited payment is
the cost to the plan of the irrevocable
commitment and, in the case of a pro-
hibited payment described in para-
graph (j)(6)(1)(C) of this section (relat-
ing to certain plan transfers), the
present value of the portion of the ben-
efit that is being paid in a prohibited
payment is the present value of the li-
abilities transferred (determined in ac-
cordance with section 414(1)). In addi-
tion, the present value of the accrued
benefit is substituted for the present
value of the benefit payable in the op-
tional form of benefit that includes the
prohibited payment in paragraph
()(B)(A)(A) of this section. (Further, see
§1.411(d)-4, A-2(a)(3)(ii), for a rule
under section 411(d)(6) that applies to
an optional form of benefit that in-
cludes a prohibited payment described
in paragraph (j)(6)(i)(B) of this section.)

(v) Examples. The following examples
illustrate the rules of this paragraph
(A)(3):

Example 1. (i) Plan A has a plan year that
is the calendar year, and is subject to the re-
striction on prohibited payments under para-
graph (d)(3) of this section for the 2010 plan
yvear. Participant P is not married, and re-
tires at age 65 during 2010, while the restric-
tion under paragraph (d)(3) of this section
applies to Plan A. P’s accrued benefit is
$10,000 per month, payable commencing at
age 65 as a straight life annuity. Plan A pro-
vides for an optional single-sum payment
(subject to the restrictions under section 436)
equal to the present value of the partici-
pant’s accrued benefit using actuarial as-
sumptions under section 417(e). P’s single-
sum payment, determined without regard to
this paragraph (d), is calculated to be
$1,416,000, payable at age 65.

(ii) The PBGC guaranteed monthly benefit
for a straight life annuity payable at age 65
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in 2010 (for purposes of this example) is as-
sumed to be $4,500. The PBGC maximum ben-
efit guarantee amount at age 65 is assumed
to be $637,200 for 2010.

(iii) Because Participant P retires during a
period when the restriction in paragraph
(d)(3) of this section applies to Plan A, only
a portion of the benefit can be paid in the
form of a single sum. P elects a single-sum
payment. Because a single-sum payment is a
prohibited payment, a determination must
be made whether the payment can be paid
under paragraph (d)(3)(i) of this section. In
this case, because the present value of the
portion of Participant P’s benefit that is
being paid in a prohibited payment exceeds
the lesser of 50% of the benefit or the PBGC
maximum benefit guarantee amount, it can-
not be paid under paragraph (d)(3)(i) of this
section. Accordingly, the maximum single
sum that P can receive is $637,200 (that is,
the lesser of 50% of $1,416,000 or $637,200).

(iv) Pursuant to paragraph (d)(3)(ii) of this
section, Plan A must offer P the option to bi-
furcate the benefit into unrestricted and re-
stricted portions. The unrestricted portion is
a monthly straight life annuity of $4,500,
which can be paid in a single sum of $637,200.
If P elects to receive the unrestricted por-
tion of the benefit in the form of a single
sum, then, with respect to the $5,500 re-
stricted portion, Plan A must permit P to
elect any form of benefit that would other-
wise be permitted with respect to the full
$10,000 and that is not a prohibited payment.
Alternatively, Plan A may provide that P is
permitted to elect to defer commencement of
the restricted portion, subject to applicable
qualification rules.

Example 2. (i) The facts are the same as in
Example 1. In addition, Plan A provides an
optional form of payment (subject to any
benefit restrictions under section 436) that
consists of a partial payment equal to the
total return of employee contributions to
the plan accumulated with interest, with an
annuity payment for the remainder of the
participant’s benefit.

(ii) Participant Q is not married, and re-
tires at age 65 during 2010, while Plan A is
subject to the restriction under paragraph
(d)(3) of this section. Participant Q has an
accrued benefit equal to a straight life annu-
ity of $3,000 per month. Under the optional
form described in paragraph (i) of this Exam-
ple 2, Q may elect a partial payment of
$99,120 (representing the return of employee
contributions accumulated with interest),
plus a straight life annuity of $2,300 per
month. The present value of Participant Q’s
accrued benefit, using actuarial assumptions
under section 417(e), is $424,800.

(iii) Because the present value of the por-
tion of Q’s benefit that is being paid in a pro-
hibited payment ($99,120) does not exceed the
lesser of 50% of the present value of benefits
(650% of $424,800) or 100% of the PBGC max-
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imum benefit guarantee amount ($637,200 at
age 65 for 2010), the optional form described
in paragraph (i) of this Example 2 is per-
mitted to be paid under paragraph (d)(3)(i) of
this section.

Example 3. (i) The facts are the same as in
Example 1. In addition, Plan A provides an
optional form of payment under a social se-
curity leveling option (subject to any benefit
restrictions under section 436) that consists
of an increased temporary benefit payable
until age 62, with reduced payments begin-
ning at age 62. The benefit is structured so
that the combination of the participant’s
pension benefit and Social Security benefit
provides an approximately level income for
the participant’s lifetime. The PBGC max-
imum benefit guarantee amount at age 55 is
assumed to be $362,776 for 2010.

(ii) Participant R retires at age 55 in 2010
and is eligible to receive a level lifetime an-
nuity of $1,200 per month beginning imme-
diately. Instead, Participant R elects to re-
ceive a benefit under the social security lev-
eling optional form of payment. Participant
R’s Social Security benefit payable at age 62
is projected, under the terms specified in
Plan A, to be $1,500 per month. The Plan A
adjustment factor for the social security lev-
eling option using the minimum present
value requirements of section 417(e)(3) is .590
at age b55. Therefore, Participant R’s benefit
payable from age 55 to age 62 is $2,085 per
month ($1,200 + .590 x $1,500), and the benefit
payable for Participant’s lifetime, beginning
after age 62, is $585 per month ($2,085— $1,500).

(iii) Because the optional form provides
some payments which are greater than pay-
ments described in paragraph (j)(6)(i)(A) of
this section ($1,200), the portion of the ben-
efit that is being paid in a prohibited pay-
ment is $1,500 per month which is payable
from age 55 to age 62. Using the applicable
interest and mortality rates under section
417(e) as in effect for Plan A at the time the
benefit commences, the present value of a
temporary benefit of $1,500 per month
($2,085—$585) payable from age 55 to age 62 is
$106,417, and the present value of the entire
benefit (a temporary benefit of $2,085 per
month payable from age 55 to age 62 plus a
deferred lifetime benefit of $5685 commencing
at age 62) is $207,468.

(iv) Because $106,417 is more than 50% of
$207,468 (and because 50% of Participant R’s
benefit is less than $362,776, which is the
PBGC maximum guaranteed benefit amount
at age 55 for 2010), Participant R can only re-
ceive 50% of the benefit in the form of the so-
cial security leveling option. Pursuant to
paragraph (d)(3)(ii) of this section, Plan A
must offer Participant R the option to bifur-
cate the benefit into unrestricted and re-
stricted portions. Participant R elects to re-
ceive the restricted portion of the early re-
tirement benefit as a level lifetime annuity
of $600 commencing at age 55.
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(v) Participant R elects to receive the un-
restricted portion of the early retirement
benefit in the social security leveling form of
payment. This portion of the benefit is deter-
mined under the social security leveling
form of payment as if Participant R’s benefit
was one-half of the early retirement benefit,
or $600. However, using a monthly level life-
time benefit of $600 and a monthly social se-
curity benefit of $1,500, Participant R would
have a negative benefit after age 62 ($600 +
.690 x $1,500 is only $1,485; offsetting $1,500 at
age 62 would produce a negative amount).
Plan A provides that in this situation, the
benefit under the social security leveling op-
tion is an actuarially equivalent monthly
annuity payable until age 62, with zero pay-
able thereafter. Using the actuarial equiva-
lence factor of .590 at age 55, the plan admin-
istrator determines that the unrestricted
portion of Participant R’s benefit is $1,463
per month, payable from age 55 to age 62
($600 + .590 x $1,463 = $1,463 payable until age
62; $1,463 —$1,463 = zero payable after age 62).

(vi) Combining the unrestricted and re-
stricted portions of the benefit, Participant
R will receive a total of $2,063 per month
from age 55 to age 62 ($1,463 from the unre-
stricted portion of the benefit plus $600 from
the restricted portion of the benefit), and
$600 per month beginning at age 62 (zero from
the unrestricted portion of the benefit plus
$600 from the restricted portion of the ben-
efit).

(4) Exception for cessation of benefit ac-
cruals. This paragraph (d) does not
apply to a plan for a plan year if the
terms of the plan, as in effect for the
period beginning on September 1, 2005,
provided for no benefit accruals with
respect to any participants. If a plan
that is described in this paragraph
(d)(4) provides for benefit accruals dur-
ing any time on or after September 1,
2005 (treating benefit increases pursu-
ant to a plan amendment as benefit ac-
cruals), this paragraph (d)(4) ceases to
apply for the plan as of the date any
benefits accrue under the plan (or the
date the amendment takes effect). For
example, the exception in this para-
graph (d)(4) does not apply to a plan
after the plan increases benefits to
take into account increases in the lim-
itations under section 415(b) on or after
September 1, 2005.

(5) Right to delay commencement. If a
participant or beneficiary requests a
distribution in an optional form of ben-
efit that includes a prohibited payment
that is not permitted to be paid under
paragraph (d)(1), (d)(2), or (d)(3) of this
section, the participant retains the
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right to delay commencement of bene-
fits in accordance with the terms of the
plan and applicable qualification re-
quirements (such as sections 411(a)(11)
and 401(a)(9)).

(6) Plan alternative for special optional
forms. A plan is permitted to offer op-
tional forms of benefit that are solely
available during the period in which
paragraph (d)(1), (d)(2), or (d)(3) of this
section applies to limit prohibited pay-
ments under the plan. For example, a
plan may permit participants or bene-
ficiaries who commence benefits during
the period in which paragraph (d)(1) of
this section (or paragraph (d)(2) of this
section) applies to limit prohibited
payments under the plan to elect, with-
in a specified period after the date on
which that paragraph ceases to apply
to limit prohibited payments under the
plan, to receive the remaining benefit
in the form of a single-sum payment
equal to the present value of the re-
maining benefit, but only to the extent
then permitted under this paragraph
(d). As another example, during a pe-
riod when paragraph (d)(3) of this sec-
tion applies to a plan, the plan may
permit participants and beneficiaries
to elect payment in an optional form of
benefit that provides for the current
payment of the unrestricted portion of
the benefit, with a delayed commence-
ment for the restricted portion of the
benefit (subject to other applicable
qualification requirements, such as
sections 411(a)(11) and 401(a)(9)), or may
satisfy paragraph (d)(3)(i) of this sec-
tion by permitting participants and
beneficiaries to elect an optional form
of benefit that combines an unsub-
sidized single-sum payment for over 50
percent of the accrued benefit with a
subsidized early retirement life annu-
ity for the remainder of the accrued
benefit. Any such optional forms must
satisfy this paragraph (d) and applica-
ble qualification requirements, includ-
ing satisfaction of section 417(e) and
section 415 (at each annuity starting
date).

(T) Exception for distributions permitted
without consent of the participant under
section 411(a)(11). [Reserved]

(e) Limitation on benefit accruals for
plans with severe funding shortfalls—(1)
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In general. Except as otherwise pro-
vided in this paragraph (e), a plan sat-
isfies the requirements of section 436(e)
and this paragraph (e) only if it pro-
vides that, in any case in which the
plan’s adjusted funding target attain-
ment percentage for a plan year is less
than 60 percent, benefit accruals under
the plan will cease as of the applicable
section 436 measurement date. If a plan
is required to cease benefit accruals
under this paragraph (e), then the plan
is not permitted to be amended in a
manner that would increase the liabil-
ities of the plan by reason of an in-
crease in benefits or establishment of
new benefits. The preceding sentence
applies regardless of whether an
amendment would otherwise be permis-
sible under paragraph (c)(2) or (c)(3) of
this section.

(2) Exemption if section 436 contribution
is made. The prohibition on additional
benefit accruals under a plan described
in paragraph (e)(1) of this section
ceases to apply with respect to a plan
year, effective as of the first day of the
plan year, upon payment by the plan
sponsor of the contribution described
in paragraph (f)(2)(v) of this section.
See paragraph (f) of this section for ad-
ditional rules.

(3) Special rule under section 203 of the
Worker, Retiree, and Employer Recovery
Act of 2008. [Reserved]

(f) Methods to avoid or terminate ben-
efit limitations—(1) In general. This para-
graph (f) sets forth rules relating to
employer contributions and other
methods to avoid or terminate the ap-
plication of section 436 Ilimitations
under a plan for a plan year. In gen-
eral, there are four methods a plan
sponsor may utilize to avoid or termi-
nate one or more of the benefit limita-
tions under this section for a plan year.
Two of these methods (where the plan
sponsor elects to reduce the prefunding
balance or funding standard carryover
balance and where the plan sponsor
makes additional contributions under
section 430 for the prior plan year with-
in the time period provided by section
430(j)(1) that are not added to the
prefunding balance) involve increasing
the amount of plan assets which are
taken into account in determining the
adjusted funding target attainment
percentage. The other two methods
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(making a contribution that is specifi-
cally designated as a current year con-
tribution to avoid or terminate appli-
cation of a benefit limitation under
paragraph (b), (c), or (e) of this section,
and providing security under section
436(f)(1)) are described in paragraphs
(£)(2) and (f)(3) of this section, respec-
tively.

(2) Current year contributions to avoid
or terminate benefit limitations—(i) Gen-
eral rules—(A) Amount of contribution—
(1) In general. This paragraph (f)(2) sets
forth rules regarding contributions to
avoid or terminate the application of
section 436 limitations under a plan for
a plan year that apply to unpredictable
contingent event benefits, plan amend-
ments that increase liabilities for ben-
efits, and benefit accruals.

(2) Interest adjustment. Any contribu-
tion made by a plan sponsor pursuant
to this paragraph (f)(2) on a date other
than the valuation date for the plan
yvear must be adjusted with interest at
the plan’s effective interest rate under
section 430(h)(2)(A) for the plan year. If
the plan’s effective interest rate for the
plan year has not been determined at
the time of the contribution, then this
interest adjustment must be made
using the highest of the three segment
rates as applicable for the plan year
under section 430(h)(2)(C). In such a
case, if the effective interest rate for
the plan year under section 430(h)(2)(A)
is subsequently determined to be less
than that highest rate, the excess is re-
characterized as an employer contribu-
tion taken into account under section
430 for the current plan year.

(B) Timing requirement for section 436
contributions. Any contribution de-
scribed in this paragraph (f)(2) must be
paid before the unpredictable contin-
gent event benefits are permitted to be
paid, the plan amendment is permitted
to take effect, or the benefit accruals
are permitted to resume. In addition,
any contribution described in this
paragraph (f)(2) must be paid during
the plan year.

(C) Prefunding balance or funding
standard carryover balance may mnot be
used. No prefunding balance or funding
standard carryover balance under sec-
tion 430(f) may be used as a contribu-
tion described in this paragraph (f)(2).
However, a plan sponsor is permitted
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to elect to reduce the funding standard
carryover balance or the prefunding
balance in order to increase the ad-
justed funding target attainment per-
centage for a plan year. See paragraph
(a)(5) of this section for a rule man-
dating such a reduction in certain situ-
ations.

(ii) Section 436 contributions separate
from minimum required contributions—(A)
In general. The contributions described
in this paragraph (f)(2) are contribu-
tions described in sections 436(b)(2),
436(c)(2), and 436(e)(2), and are separate
from any minimum required contribu-
tions under section 430. Thus, if a plan
sponsor makes a contribution described
in this paragraph (f)(2) for a plan year
but does not make the minimum re-
quired contribution for the plan year,
the plan fails to satisfy the minimum
funding requirements under section 430
for the plan year. In addition, a con-
tribution described in this paragraph
(£)(2) is disregarded in determining the
maximum addition to the prefunding
balance under section 430(f)(6) and
§1.430()-1(b)(1)(ii).

(B) Designation requirement. Any con-
tribution made by a plan sponsor pur-
suant to this paragraph (f)(2) must be
designated as such at the time the con-
tribution is used to avoid or terminate
the limitations under this paragraph
(£)(2), including designation of the ben-
efits or amendments to which the lim-
its do not apply because of the con-
tribution. Except as specifically pro-
vided in paragraph (£)(2)(i)(A)(2), (g) or
(h) of this section, such a contribution
cannot be subsequently recharacterized
with respect to any plan year as a con-
tribution to satisfy a minimum re-
quired contribution obligation, or oth-
erwise. The designation must be made
in accordance with the rules and proce-
dures that otherwise apply to elections
under §1.430(f)-1(f) with respect to the
prefunding and funding standard carry-
over balances.

(C) Requirement to recertify AFTAP. If
the plan’s enrolled actuary has already
certified the adjusted funding target
attainment percentage for the plan
year, a plan sponsor is treated as mak-
ing the contribution described in para-
graph (H(@){iDHB), E2)(IAv)(B), or
(£)(2)(v) of this section for the plan year
only after the plan’s enrolled actuary
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certifies an updated adjusted funding
target attainment percentage for the
plan year that takes into account the
increased liability for the unpredict-
able contingent event benefits, the
plan amendments, or restored accruals,
and the associated section 436 contribu-
tion, under the rules of paragraph
(h)(4)(v) of this section. See also para-
graph (g)(4)(i) of this section for a re-
quirement to modify the presumed ad-
justed funding target attainment per-
centage to take the liability for the un-
predictable contingent event benefits
or plan amendments, and the associ-
ated section 436 contribution, into ac-
count (if the contribution described in
paragraph ()(2)(iii)(B), (DH(2)({iv)(B), or
(£)(2)(v) of this section is made before
the plan’s enrolled actuary certifies
the adjusted funding target attainment
percentage for the plan year).

(iii) Contribution for unpredictable con-
tingent event benefits. In the case of a
contribution to avoid or terminate the
application of the limitation on bene-
fits attributable to an unpredictable
contingent event under section 436(b)—

(A) In the event that the adjusted
funding target attainment percentage
for the plan year determined without
taking into account the liability at-
tributable to the unpredictable contin-
gent event benefits is less than 60 per-
cent, the amount of the contribution
under section 436(b)(2) is equal to the
amount of the increase in the funding
target of the plan for the plan year if
the benefits attributable to the unpre-
dictable contingent event were in-
cluded in the determination of the
funding target.

(B) In the event that the adjusted
funding target attainment percentage
for the plan year determined without
taking into account the liability at-
tributable to the unpredictable contin-
gent event benefits is 60 percent or
more, the amount of the contribution
under section 436(b)(2) is the amount
that would be sufficient to result in an
adjusted funding target attainment
percentage for the plan year of 60 per-
cent if the contribution (and any prior
section 436 contributions made for the
plan year) were included as part of the
plan assets and the funding target were
to take into account the adjustments
described in paragraph (g)(2)(iii)(A),
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(2)(B)(A1)(A), or (2)(B)(1)(B) of this sec-
tion, whichever applies.

(iv) Contribution for plan amendments
increasing liability for benefits. In the
case of a contribution to avoid or ter-
minate the application of the limita-
tion on benefits attributable to a plan
amendment under section 436(c)—

(A) In the event that the adjusted
funding target attainment percentage
for the plan year determined without
taking into account the liability at-
tributable to the plan amendment is
less than 80 percent, the amount of the
contribution under section 436(c)(2) is
equal to the amount of the increase in
the funding target of the plan for the
plan year if the liabilities attributable
to the amendment were included in the
determination of the funding target.

(B) In the event that the adjusted
funding target attainment percentage
for the plan year determined without
taking into account the liability at-
tributable to the plan amendment is 80
percent or more, the amount of the
contribution under section 436(c)(2) is
the amount that would be sufficient to
result in an adjusted funding target at-
tainment percentage for the plan year
of 80 percent if the contribution (and
any prior section 436 contributions
made for the plan year) were included
as part of the plan assets and the fund-
ing target were to take into account
the adjustments described in paragraph
(8)(2)(Hi1(A), (@)(3)(ii1)(A), or (2)(B)({1)(B)
of this section, whichever applies.

(v) Contribution required for continued
benefit accruals. In the case of a con-
tribution to avoid or terminate the ap-
plication of the limitation on accruals
under section 436(e), the amount of the
contribution under section 436(e)(2) is
equal to the amount sufficient to re-
sult in an adjusted funding target at-
tainment percentage for the plan year
of 60 percent if the contribution (and
any prior section 436 contributions
made for the plan year) were included
as part of the plan assets and the fund-
ing target were to take into account
the adjustments described in paragraph
(2)(2)(1i1)(A) or (2)(5)(I)(B) of this sec-
tion, whichever applies.

(3) Security to increase adjusted fund-
ing target attainment percentage—(i) In
general. For purposes of avoiding ben-
efit limitations under section 436, a
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plan sponsor may provide security in
the form described in paragraph
(£)(3)(ii) of this section. In such a case,
the adjusted funding target attainment
percentage for the plan year is deter-
mined by treating as an asset of the
plan any security provided by a plan
sponsor by the valuation date for the
plan year in a form meeting the re-
quirements of paragraph (f)(3)(ii) of
this section. However, this security is
not taken into account as a plan asset
for any other purpose, including sec-
tion 430.

(ii) Form of security. The forms of se-
curity permitted under paragraph
(£)(3)(Q) of this section are limited to—

(A) A bond issued by a corporate sur-
ety company that is an acceptable sur-
ety for purposes of section 412 of
ERISA; or

(B) Cash, or United States obliga-
tions which mature in 3 years or less,
held in escrow by a bank or an insur-
ance company.

(iii) Enforcement. Any form of secu-
rity provided under paragraph (£)(3)(i)
of this section must provide—

(A) That it will be paid to the plan
upon the earliest of—

(I) The plan termination date as de-
fined in section 4048 of ERISA;

(2) If there is a failure to make a pay-
ment of the minimum required con-
tribution for any plan year beginning
after the security is provided, the due
date for the payment under section
430(j)(1) or 430(j)(3); or

(3) If the plan’s adjusted funding tar-
get attainment percentage is less than
60 percent (without regard to any secu-
rity provided under this paragraph
(£)(3)) for a consecutive period of 7 plan
years, the valuation date for the last
plan year in the 7-year period; and

(B) That the plan administrator must
notify the surety, bank, or insurance
company that issued or holds the secu-
rity of any event described in para-
graph (f)(3)(iii)(A) of this section with-
in 10 days of its occurrence.

(iv) Release of security. The form of se-
curity is permitted to provide that it
will be released (and any amounts
thereunder will be refunded to the plan
sponsor together with any interest ac-
crued thereon) as provided in the
agreement governing the security, but
such release is not permitted until the
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plan’s enrolled actuary has certified
that the plan’s adjusted funding target
attainment percentage for a plan year
is at least 90 percent (without regard to
any security provided under this para-
graph (f)(3)) or until replacement secu-
rity has been provided in accordance
with paragraph (f)(3)(vi) of this section.

(v) Contribution of security to plan.
Any security provided under this para-
graph (f)(3) that is subsequently turned
over to the plan (whether pursuant to
the enforcement mechanism of para-
graph (£)(3)(iii) of this section or after
its release under paragraph (f)(3)(iv) of
this section) is treated as a contribu-
tion by the plan sponsor taken into ac-
count under section 430 when contrib-
uted and, if turned over pursuant to
paragraph (£)(3)(iii) of this section, is
not a contribution under paragraph
(£)(2) of this section.

(vi) Replacement security. If security
has been provided to a plan pursuant to
this paragraph (f)(3), the plan sponsor
may provide new security to the plan
and subsequently or simultaneously
have the original security released, but
only if—

(A) The new security is in a form
that satisfies the requirements of para-
graph (f)(3)(ii) of this section;

(B) The amount of the new security
is no less than the amount of the origi-
nal security, determined at the time
the original security is released; and

(C) The period described in paragraph
(£)(3)({i1)(A)(3) of this section with re-
spect to the new security is the same
as the period that applied under that
paragraph to the original security.

(4) Examples. The following examples
illustrate the rules of this paragraph
(f):

Example 1. (i) Plan Z is a non-collectively
bargained defined benefit plan with a plan
year that is the calendar year and a valu-
ation date of January 1. Plan Z’s sponsor is
not in bankruptcy, and Plan Z did not pur-
chase any annuities in 2009 or 2010. As of Jan-
uary 1, 2011, Plan Z does not have a funding
standard carryover balance or a prefunding
balance, and is not in at-risk status. As of
that date, Plan Z has plan assets (and ad-
justed plan assets) of $2,000,000 and a funding
target (and an adjusted funding target) of
$2,550,000. On March 1, 2011, the enrolled ac-
tuary for the plan certifies that the AFTAP
as of January 1, 2011, is 78.43%. The effective
interest rate for Plan Z for the 2011 plan year
is 5.5%.
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(ii) On May 1, 2011, the plan sponsor
amends Plan Z to increase benefits. The en-
rolled actuary for the plan determines that
the present value, as of January 1, 2011, of
the increase in the funding target due to the
amendment is $400,000. Because the AFTAP
prior to the plan amendment is less than
80%, Plan Z is subject to the restriction on
plan amendments in paragraph (c) of this
section, and the amendment cannot take ef-
fect unless the employer utilizes one of the
methods described in paragraph (f) of this
section to avoid benefit limitations.

(iii) In order for the amendment to be per-
mitted to take effect, the plan sponsor
makes a contribution described in paragraph
(f)(2) of this section. Because the AFTAP
prior to the amendment was less than 80%,
the provisions of paragraph (f)(2)(iv)(A) of
this section apply. The amount of the con-
tribution as of January 1, 2011, needed to
avoid the restriction on plan amendments
under paragraph (c) of this section is equal
to the amount of the increase in funding tar-
get attributable to the amendment, or
$400,000. Under the provisions of paragraph
(£)(2)(iv)(A) of this section, this contribution
is required even though, if the contribution
were included as part of the plan assets and
the liabilities attributable to the plan
amendment were included in the funding tar-
get, the AFTAP would be 81.36% (that is, ad-
justed plan assets of $2,000,000 plus the con-
tribution of $400,000 as of January 1, 2011; di-
vided by the adjusted funding target of
$2,550,000 increased to reflect the additional
$400,000 in the funding target attributable to
the plan amendment).

(iv) However, because the contribution is
not paid until May 1, 2011, the necessary con-
tribution amount must be adjusted to reflect
interest from the valuation date to the date
of the contribution, at Plan Z’s effective in-
terest rate for the 2011 plan year. The
amount of the required contribution after
adjustment is $407,203, determined as $400,000
increased for 4 months of compound interest
at an effective annual interest rate of 5.5%.

(v) A contribution of $407,203 is made on
May 1, 2011, and is designated as a contribu-
tion under paragraph (f)(2) of this section
with respect to the May 1, 2011, plan amend-
ment. Accordingly, the contribution is not
applied toward minimum funding require-
ments under section 430, and is not eligible
for inclusion in the prefunding balance under
§1.430(f)-1(b)(1). Since this contribution
meets the requirements of paragraph (f)(2) of
this section, the plan amendment takes ef-
fect in accordance with its terms.

Example 2. (i) The facts are the same as in
Example 1, except that the plan is in at-risk
status under section 430(i). The funding tar-
get determined under section 430(i) is
$2,600,000, and the funding target determined
without regard to section 430(i) is $2,550,000.
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(ii) On May 1, 2011, the plan sponsor
amends Plan Z to increase benefits. The
plan’s enrolled actuary determines that the
present value as of January 1, 2011 of the in-
crease in the funding target due to the
amendment (taking into account the at-risk
status of the plan) is $440,000. Because the
AFTAP prior to the plan amendment is
78.43% (determined taking into account the
at-risk status of Plan Z), Plan Z is subject to
the restriction on plan amendments in para-
graph (c) of this section, and the amendment
cannot take effect unless the employer uti-
lizes one of the methods described in this
paragraph (f) to avoid benefit limitations.

(iii) In order for this amendment to be per-
mitted to take effect, the plan sponsor
makes a contribution described in paragraph
(£)(2) of this section. Because the AFTAP
prior to the amendment was less than 80%,
the provisions of paragraph (£)(2)(iv)(A) of
this section apply. The amount of the con-
tribution as of January 1, 2011, needed to
avoid the restriction on plan amendments
under paragraph (c) of this section is equal
to the amount of the increase in funding tar-
get attributable to the amendment, or
$440,000. Under the provisions of paragraph
(£)(2)(iv)(A) of this section, this contribution
is required even though, if the contribution
were included as part of the plan assets and
the liability attributable to the plan amend-
ment were included in the funding target,
the AFTAP would exceed 80%.

(iv) However, because the contribution is
not paid until May 1, 2011, the necessary con-
tribution amount must be adjusted to reflect
interest from the valuation date to the date
of the contribution, at Plan Z’s effective in-
terest rate for the 2011 plan year. The
amount of the required contribution after
adjustment is $447,923, determined as $440,000
increased for 4 months of compound interest
at an effective annual interest rate of 5.5%.

(v) A contribution of $447,923 is made on
May 1, 2011, and is designated as a contribu-
tion under paragraph (f)(2) of this section
with respect to the May 1, 2011, plan amend-
ment. Accordingly, the contribution is not
applied toward minimum funding require-
ments under section 430, and is not eligible
for inclusion in the prefunding balance under
§1.430(f)-1(b)(1). Since this contribution
meets the requirements of paragraph (f)(2) of
this section, the plan amendment takes ef-
fect in accordance with its terms.

Example 3. (i) The facts are the same as in
Example 1, except that the enrolled actuary
for the plan does not issue the certification
of the 2011 AFTAP until September 1, 2011.
Prior to October 1, 2010, the enrolled actuary
had certified the 2010 AFTAP to be 82%.
Other than this amendment, no other
amendment or unpredictable contingent
event has occurred that requires a recertifi-
cation. As of May 1, 2011, the plan’s effective
interest rate for the 2011 plan year has not
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yvet been determined. The highest of the
three segment rates applicable to the 2011
plan year under section 430(h)(2)(C) is 6%.

(ii) Because the enrolled actuary has not
certified the actual AFTAP as of January 1,
2011, and the amendment is scheduled to
take effect after April 1, 2011, the rules of
paragraph (h)(2)(iii) of this section apply. Ac-
cordingly, the AFTAP for 2011 (prior to re-
flecting the effect of the amendment) is pre-
sumed to be 10 percentage points lower than
the 2010 AFTAP, or 72%. Because this pre-
sumed AFTAP is less than 80%, the restric-
tion on plan amendments in paragraph (c) of
this section applies, and the plan amendment
cannot take effect.

(iii) In order to allow the plan amendment
to take effect, the plan sponsor decides to
make a contribution under paragraph (f)(2)
of this section on May 1, 2011. Because the
presumed AFTAP was less than 80% prior to
reflecting the plan amendment, the rules of
paragraph (f)(2)(iv)(A) of this section apply,
and the amount of the contribution under
section 436(c)(2) is the amount of the in-
crease in the funding target for the year if
the plan amendment were included in the de-
termination of the funding target. Accord-
ingly, an additional contribution of $400,000
is required as of January 1, 2011, to avoid the
restriction on plan amendments under para-
graph (c¢) of this section.

(iv) However, since the contribution is not
made until May 1, 2011, the amount of the re-
quired contribution must be adjusted to re-
flect interest from the valuation date to the
date of the contribution. Since the effective
interest rate has not yet been determined,
the interest adjustment is based on the high-
est of the three segment rates applicable for
the 2011 plan year under section 430(h)(2)(C),
or 6%. The amount of the required contribu-
tion after adjustment is $407,845, determined
as $400,000 increased for 4 months of com-
pound interest at the highest segment inter-
est rate for 2011, or 6%.

(v) A contribution of $407,845 is made on
May 1, 2011, and is designated as a contribu-
tion under paragraph (f)(2) of this section
with respect to the May 1, 2011, plan amend-
ment. Accordingly, the contribution is not
applied toward minimum funding require-
ments under section 430, and is not eligible
for inclusion in the prefunding balance under
§1.430(f)-1(b)(1). Since this contribution
meets the requirements of paragraph (f)(2) of
this section, the plan amendment takes ef-
fect in accordance with its terms.

(vi) After the plan’s effective interest rate
for 2011 has been determined to be 5.5%, the
amount of excess interest previously contrib-
uted is recharacterized as an employer con-
tribution taken into account under section
430 for 2011 (because that rate for the year is
less than 6%).
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(g) Rules of operation for periods prior
to and after certification—(1) In general.
Section 436(h) and paragraph (h) of this
section set forth a series of presump-
tions that apply before the enrolled ac-
tuary for a plan issues a certification
of the plan’s adjusted funding target
attainment percentage for the plan
year. This paragraph (g) sets forth
rules for the application of limitations
under sections 436(b), 436(c), 436(d), and
436(e) prior to and during the period
those presumptions apply to the plan,
and describes the interaction of those
presumptions with plan operations
after the plan’s enrolled actuary has
issued a certification of the plan’s ad-
justed funding target attainment per-
centage for the plan year. Paragraph
(2)(2) of this section sets forth rules
that apply to periods during which a
presumption under section 436(h) and
paragraph (h) of this section applies.
Paragraph (g)(3) of this section sets
forth rules that apply to periods during
which no presumptions under section
436(h) and paragraph (h) of this section
apply but which are prior to the en-
rolled actuary’s certification of the
plan’s adjusted funding target attain-
ment percentage for the plan year.
Paragraph (g)(4) of this section sets
forth rules for modifying the plan’s
presumed adjusted funding target at-
tainment percentage in certain situa-
tions. Paragraph (g)(56) of this section
sets forth rules that apply after the en-
rolled actuary’s certification of the
plan’s adjusted funding target attain-
ment percentage for a plan year. Para-
graph (g)(6) of this section sets forth
examples illustrating the rules in this
paragraph (g).

(2) Periods prior to certification during
which a presumption applies—(i) Plan
must follow presumptions. A plan must
provide that, for any period during
which a presumption under section
436(h) and paragraph (h)(1), (2), or (3) of
this section applies to the plan, the
limitations applicable under section
436 and paragraphs (b), (¢), (d), and (e)
of this section are applied to the plan
as if the adjusted funding target at-
tainment percentage for the year were
the presumed adjusted funding target
attainment percentage determined
under the rules of section 436(h) and
paragraph (h)(1), (2), or (3) of this sec-
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tion, as applicable, updated to take
into account certain unpredictable
contingent event benefits and plan
amendments in accordance with sec-
tion 436 and the rules of this paragraph
(8).

(ii) Determination of amount of reduc-
tion in balances—(A) In general. During
the period described in this paragraph
(2)(2), the rules of paragraph (a)(5) of
this section (relating to the deemed
election to reduce the funding standard
carryover balance and the prefunding
balance) must be applied based on the
presumed adjusted funding target at-
tainment percentage. This paragraph
(2)(2)(ii) provides rules for the deter-
mination of the reduction that applies
as of the first day of the plan year, and,
in certain circumstances, that applies
later in the plan year. Paragraph
(2)(2)(iii) of this section provides addi-
tional rules that apply with respect to
unpredictable contingent event bene-
fits or plan amendments, which rules
must be applied prior to the applica-
tion of paragraph (g)(2)(iv) of this sec-
tion relating to section 436 contribu-
tions. The reapplication of the rules
under this paragraph (g)(2) regarding
the deemed election in paragraph (a)(5)
of this section may require an addi-
tional reduction in the prefunding and
funding standard carryover balances if
the amount of the reduction in those
balances that is necessary to reach the
applicable threshold to avoid the appli-
cation of a section 436 limitation ex-
ceeds the amount that was initially re-
duced. Prior reductions of the
prefunding and funding standard carry-
over balances continue to apply.

(B) Reduction in balances at the first
day of plan year—(1) Plans with a cer-
tified AFTAP for the prior plan year. If
section 436(h)(1) and paragraph (h)(1) of
this section apply to determine the
presumed adjusted funding target at-
tainment percentage as of the first day
of the current plan year based on the
plan’s enrolled actuary certification of
the adjusted funding target attainment
percentage for the prior plan year
made during that prior plan year, then,
in order to determine the amount of
the reduction (if any) in the funding
standard carryover balance and
prefunding balance under this para-
graph (g)(2)(ii), a presumed adjusted
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funding target must be established as
of the first day of the plan year, and
that amount is then compared to the
interim value of adjusted plan assets as
of that date. For this purpose, the in-
terim value of adjusted plan assets is
equal to the value of adjusted plan as-
sets (within the meaning of paragraph
(GH()(i) of this section) as of the first
day of the plan year, determined with-
out regard to future contributions and
future elections with respect to the
plan’s prefunding and funding standard
carryover balances under section 430(f)
(for example, elections to add to the
prefunding balance for the prior plan
year, elections to use the prefunding
and funding standard carryover bal-
ances to offset the minimum required
contribution for a year, and elections
(including deemed elections under
paragraph (a)(5) of this section) to re-
duce the prefunding and funding stand-
ard carryover balances for the current
plan year), and the presumed adjusted
funding target is equal to the interim
value of adjusted plan assets for the
plan year divided by the presumed ad-
justed funding target attainment per-
centage. As provided in §1.430(f)-1(e)(1),
the rules of §1.430(f)-1(d)(1)(ii) apply for
purposes of determining the amount of
the prefunding balance or the funding
standard carryover balance that is
available for reduction.

(2) Plans with presumed AFTAP deemed
under 60 percent. If paragraph
(2)(2)(i1)(B)(I) of this section does not
apply to the plan for a plan year and
the last day of the plan year is on or
after the first day of the 10th month of
the plan year, such that the presumed
adjusted funding target attainment
percentage for the prior plan year is
conclusively presumed to be less than
60 percent under section 436(h)(2) and
paragraph (h)(3) of this section, then no
reduction in the funding standard car-
ryover balance and prefunding balance
is required under this paragraph
(2)(2)(i1)(B). However, see paragraph
(2)(2)(iv)(A) of this section for rules for
determining the amount of a section
436 contribution that would permit un-
predictable contingent event benefits
to be paid in such a case.

(3) Treatment of short plan years. If
paragraph (g)(2)(ii)(B)(I) of this section
does not apply to the plan for a plan
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year but the last day of the plan year
is before the first day of the 10th
month of the plan year, such that sec-
tion 436(h)(2) and paragraph (h)3) of
this section did not apply for that plan
year, then paragraph (g)(2)(ii)(B)(I) of
this section must be applied as of the
first day of the next plan year based on
the presumed adjusted funding target
attainment percentage as of that last
day of the prior short plan year.

(C) Change in presumed AFTAP later in
the plan year. If the presumed adjusted
funding target attainment percentage
for the plan year changes during the
year, the rules regarding the deemed
election to reduce the prefunding and
funding standard carryover balances
described in paragraph (a)(b) of this
section must be reapplied based on the
new presumed adjusted funding target
attainment percentage. This will typi-
cally occur on the first day of the 4th
month of a plan year, but could happen
at a different date if the enrolled actu-
ary certifies the adjusted funding tar-
get attainment percentage for the prior
plan year during the current plan year.
In order to determine the amount of
any reduction in the prefunding and
funding standard carryover balances
that would apply in such a situation, a
new presumed adjusted funding target
must be established, which is then
compared to the updated interim value
of adjusted plan assets. For this pur-
pose, the updated interim value of ad-
justed plan assets for the plan year is
determined as the interim value of ad-
justed plan assets as of the first day of
the plan year updated to take into ac-
count contributions for the prior plan
yvear and section 430(f) elections with
respect to the plan’s prefunding and
funding standard carryover balances
made before the date of the change in
the presumed adjusted funding target
attainment percentage, and the new
presumed adjusted funding target is
equal to the updated interim value of
adjusted plan assets divided by the new
presumed adjusted funding target at-
tainment percentage.

(D) Plans funded below the threshold.
If, after application of paragraph
(2)(2)(i1)(B) and (C) of this section, the
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presumed adjusted funding target at-
tainment percentage under this para-
graph (g)(2)(ii) is less than the 60 per-
cent threshold under section 436(e),
then no benefit accruals are permitted
under the plan unless the plan sponsor
makes a section 436 contribution as
provided in paragraph (g)(2)(iv)(A) of
this section. See paragraph (g)(5)(ii) of
this section for rules that apply on and
after the date the enrolled actuary for
the plan issues a certification of the
adjusted funding target attainment
percentage of the plan for the current
plan year.

(iii) Calculation of inclusive presumed
AFTAP for application to unpredictable
contingent event benefits and plan
amendments—(A) Requirement to cal-
culate inclusive presumed AFTAP. For
purposes of applying the limitations
under paragraphs (b) and (c) of this sec-
tion during the period described in this
paragraph (g)(2), an inclusive presumed
adjusted funding target attainment
percentage must be calculated. The in-
clusive presumed adjusted funding tar-
get attainment percentage is the ratio
(expressed as a percentage) of the in-
terim value of adjusted plan assets (up-
dated to take into account contribu-
tions for the prior plan year, any prior
section 436 contributions made for the
plan year to the extent not previously
taken into account in the interim
value of adjusted plan assets for the
plan year, and section 430(f) elections
with respect to the plan’s prefunding
and funding standard carryover bal-
ances made before the date of the un-
predictable contingent event or the
date the plan amendment would take
effect) to the inclusive presumed ad-
justed funding target. The inclusive
presumed adjusted funding target is
calculated as the presumed adjusted
funding target determined under para-
graph (2)(2)(ii)(B) or (C) of this section,
increased to take into account—

(I) The unpredictable contingent
event benefits or plan amendment;

(2) Any unpredictable contingent
event benefits that are permitted to be
paid as a result of any unpredictable
contingent event that occurred, or plan
amendment that has taken effect, in
the prior plan year to the extent not
taken into account in the prior plan
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year adjusted funding target attain-
ment percentage; and

(3) Any other unpredictable contin-
gent event benefits that are permitted
to be paid as a result of any unpredict-
able contingent event that occurred, or
plan amendment that has taken effect,
in the current plan year to the extent
not previously taken into account in
the presumed adjusted funding target
for the plan year.

(B) Mandatory reduction for collectively
bargained plans. During the period de-
scribed in this paragraph (g)(2), the
rules of paragraph (a)(5)(ii) of this sec-
tion (relating to the deemed election to
reduce the funding standard carryover
balance and the prefunding balance)
must be applied by treating the inclu-
sive presumed adjusted funding target
attainment percentage determined
under this paragraph (g)(2)(iii) as if it
were the adjusted funding target at-
tainment percentage.

(C) Optional reduction for plans that
are not collectively bargained plans. A
plan sponsor of a plan that is not a col-
lectively bargained plan (and, thus, is
not required to reduce the funding
standard carryover balance and the
prefunding balance under the rules of
paragraph (a)(5)(ii) of this section) is
permitted to elect to reduce those bal-
ances in order to increase the updated
interim value of adjusted plan assets
that is used to determine the inclusive
presumed adjusted funding target at-
tainment percentage under this para-
graph (g)(2)(iii).

(D) Plans funded below the threshold.
If, after application of paragraph
(2)(2)(1i1)(B) and (C) of this section, the
inclusive presumed adjusted funding
target attainment percentage deter-
mined under this paragraph (g)(2)(iii) is
less than the applicable threshold
under section 436(b) or 436(c), then the
plan is not permitted to provide any
benefits attributable to the unpredict-
able contingent event, nor is the plan
amendment permitted to take effect,
unless the plan sponsor makes a sec-
tion 436 contribution as provided in
paragraph (g)(2)(iv) of this section. See
paragraph (g)(5)(ii) of this section for
rules that apply on and after the date
the enrolled actuary for the plan issues
a certification of the adjusted funding
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target attainment percentage of the
plan for the current plan year.

(BE) Plans funded at or above the
threshold. If, after application of para-
graph (g)(2)(iii)(B) or (C) of this sec-
tion, the inclusive presumed adjusted
funding target attainment percentage
is greater than or equal to the applica-
ble threshold under section 436(b) or
436(c), then the plan is not permitted to
limit the payment of unpredictable
contingent event benefits described in
paragraph (b) of this section, nor is the
plan permitted to restrict a plan
amendment increasing benefit liabil-
ities described in paragraph (c) of this
section from taking effect, based on an
expectation that the limitations under
paragraph (b) or (¢c) of this section will
apply following the enrolled actuary’s
certification of the adjusted funding
target attainment percentage for the
plan year.

(iv) Section 436 contributions—(A)
Plans with presumed AFTAP below 60
percent—(1) Unpredictable contingent
event benefits. If the presumed adjusted
funding target attainment percentage
for a plan is less than 60 percent, then
unpredictable contingent event bene-
fits are permitted to be paid as a result
of an unpredictable contingent event
occurring during the period described
in this paragraph (g)(2) if the plan
sponsor makes the section 436 con-
tribution described in paragraph
(f)(2)(ii)(A) of this section.

(2) Plan amendments. If the presumed
adjusted funding target attainment
percentage for a plan is less than 60
percent, then no plan amendment in-
creasing plan liabilities is permitted to
take effect during the period described
in this paragraph (g)(2). See paragraph
(e)(1) of this section.

(3) Benefit accruals. If the presumed
adjusted funding target attainment
percentage for a plan year of less than
60 percent is determined based on the
plan’s enrolled actuary certification of
the adjusted funding target attainment
percentage for the prior plan year
made during that prior plan year (as
opposed to being presumed to be less
than 60 percent under the rules of sec-
tion 436(h)(2) and paragraph (h)3) of
this section because the actuary has
not certified the adjusted funding tar-
get attainment percentage for the prior
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plan year before the first day of the
10th month of the prior plan year),
then benefits are permitted to accrue if
the plan sponsor makes a section 436
contribution in the amount necessary
to bring the ratio of the updated in-
terim value of adjusted plan assets to
the presumed adjusted funding target
up to 60 percent, as described in para-
graph (f)(2)(v) of this section.

(B) Plan amendments for plans with
presumed AFTAP below 80 percent. If the
presumed adjusted funding target at-
tainment percentage for a plan is less
than 80 percent, but is not less than 60
percent, then a plan amendment in-
creasing plan liabilities is permitted to
take effect during the period described
in this paragraph (g)(2) if the plan
sponsor makes a section 436 contribu-
tion described in paragraph (f)(2)(iv)(A)
of this section.

(C) Contributions required to reach
threshold. If a plan is described in para-
graph (g)(2)(iii)(D) of this section and
neither paragraph (g)(2)(iv)(A) nor (B)
of this section apply to the plan, then
unpredictable contingent event bene-
fits are permitted to be paid or the
plan amendment is permitted to be-
come effective during the period this
paragraph (g)(2) applies to the plan
only if the plan sponsor makes a sec-
tion 436 contribution in the amount
necessary to bring the ratio of the up-
dated interim value of adjusted plan
assets to the inclusive presumed ad-
justed funding target up to the applica-
ble threshold under section 436(b) or
(c), as described in  paragraph
(£)(2){ii)(B) or (H)(2)({Av)(B) of this sec-
tion. This paragraph (g)(2)(iv)(C) ap-
plies, for example, if an unpredictable
contingent event occurs in the case of
a plan with a presumed adjusted fund-
ing target attainment percentage of
more than 60 percent where taking into
account the unpredictable contingent
event benefit in the inclusive presumed
adjusted funding target would cause
the ratio of the interim value of ad-
justed plan assets to the inclusive pre-
sumed adjusted funding target to be
less than 60 percent.

(v) Bankruptcy of plan sponsor. Pursu-
ant to section 436(d)(2), during any pe-
riod in which the plan sponsor of a plan
is a debtor in a case under title 11,
United States Code, or any similar
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Federal or State law (as described in
paragraph (d)(2) of this section), no
prohibited payment within the mean-
ing of paragraph (j)(6) of this section
may be paid if the plan’s enrolled actu-
ary has not yet certified the plan’s ad-
justed funding target attainment per-
centage for the plan year to be at least
100 percent. Thus, the presumption
rules of paragraph (h) of this section do
not apply for purposes of section
436(d)(2) and this paragraph (g)(2)(v).

(3) Periods prior to certification during
which no presumption applies—(i) Prohib-
ited payments and benefit accruals. If no
presumptions under section 436(h)
apply to a plan during a period and the
plan’s enrolled actuary has not yet
issued the certification of the plan’s
actual adjusted funding target attain-
ment percentage for the plan year, the
plan is not permitted to limit prohib-
ited payments under paragraph (d) of
this section or the accrual of benefits
under paragraph (e) of this section
based on an expectation that those
paragraphs will apply to the plan once
an actuarial certification is issued.
However, see paragraph (g)(2)(v) of this
section for a restriction on prohibited
payments during any period in which
the plan sponsor of a plan is a debtor in
a case under title 11, United States
Code, or any similar Federal or State
law.

(i1) Unpredictable contingent event ben-
efits and plan amendments increasing
benefit liability—(A) In general. If no
presumptions under section 436(h)
apply to a plan during a period and the
plan’s enrolled actuary has not yet
issued a certification of the plan’s ad-
justed funding target attainment per-
centage for the plan year, the limita-
tions on unpredictable contingent
event benefits under paragraph (b) of
this section and plan amendments in-
creasing benefit liabilities under para-
graph (c) of this section must be ap-
plied during that period by following
the rules of paragraphs (g)(2)(iii) of this
section, based on the inclusive pre-
sumed adjusted funding target deter-
mined using the prior plan year ad-
justed funding target attainment per-
centage. Thus, whether unpredictable
contingent event benefits are per-
mitted to be paid or a plan amendment
is permitted to take effect during a
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plan year is determined by calculating
the ratio of the interim value of ad-
justed plan assets to the inclusive pre-
sumed adjusted funding target, where
the inclusive presumed adjusted fund-
ing target is determined by dividing
the interim value of adjusted plan as-
sets by the prior plan year adjusted
funding target attainment percentage
and then adding the adjustments de-
scribed in paragraphs (g)(2)({ii)(A)(1),
(2) and (3) of this section. If, after ap-
plication of paragraphs (g)(2)(iii)(B)
and (C) of this section, that ratio is
less than the applicable threshold
under section 436(b) or 436(c), then the
plan is not permitted to provide any
benefits attributable to the unpredict-
able contingent event, nor is the plan
amendment permitted to take effect,
unless the plan sponsor makes the con-
tribution described in paragraph
(2)(2)(Av)(C) of this section.

(B) Recharacterization of contributions
made to avoid benefit limitations. In any
case where, pursuant to paragraph
(2)(3)(i1)(A) of this section, the plan
sponsor makes section 436 contribu-
tions to avoid the application of the
applicable benefit limitation, to the ex-
tent those contributions would not be
needed to permit the payment of the
unpredictable contingent event bene-
fits or for the plan amendment to go
into effect based on a subsequent cer-
tification of the adjusted funding tar-
get attainment percentage for the cur-
rent plan year that takes into account
the increase in the liability attrib-
utable to the unpredictable contingent
event benefits or plan amendment, the
excess section 436 contributions are re-
characterized as employer contribu-
tions taken into account under section
430 for the current plan year.

(4) Modification of the presumed
AFTAP—(i) Section 436 contributions. If,
in accordance with the rules of para-
graph (g)(2)(iv) of this section, unpre-
dictable contingent event benefits are
permitted to be paid, or a plan amend-
ment takes effect, during the plan year
because the plan sponsor makes a con-
tribution described in paragraph
(£)(2)({ii)(B) or (f)(2)(iv)(B) of this sec-
tion, then the presumed adjusted fund-
ing target must be adjusted to reflect
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any increase in the funding target at-
tributable to the unpredictable contin-
gent event benefits or the plan amend-
ment and the interim value of plan as-
sets must be increased by the present
value of the contribution. Similarly, if
benefit accruals are permitted to re-
sume in a plan year because the plan
sponsor makes the contribution de-
scribed in paragraph (f)(2)(v) of this
section, then the presumed adjusted
funding target must be adjusted to re-
flect any increase in the funding target
attributable to the benefit accruals for
the prior plan year and the interim
value of adjusted plan assets must be
increased by the present value of the
contribution. The adjustment to the
presumed adjusted funding target is
made as of the date of the contribu-
tion, and that date is a section 436
measurement date.

(ii) Modification of the presumed
AFTAP for reduction in balances. If a
plan’s funding standard carryover bal-
ance or prefunding balance is reduced
under the rules of paragraph (g)(2) or
(2)(3) of this section, then the pre-
sumed adjusted funding target attain-
ment percentage for the plan year is
increased to reflect the higher interim
value of adjusted plan assets resulting
from the reduction in the funding
standard carryover balance or
prefunding balance. The date of the
event that causes the reduction is a
section 436 measurement date.

() Periods after certification of
AFTAP—@{) Plan must follow certified
AFTAP—(A) In general. The rules of
paragraphs (g)(2) and (g)(3) of this sec-
tion no longer apply for a plan year on
and after the date the enrolled actuary
for the plan issues a certification of the
adjusted funding target attainment
percentage of the plan for the current
plan year, provided that the certifi-
cation is issued before the first day of
the 10th month of the plan year. For
example, the plan must provide that
the limitations on prohibited payments
apply for distributions with annuity
starting dates on and after the date of
that certification using the certified
adjusted funding target attainment
percentage of the plan for the plan
year. Similarly, the plan must provide
that any prohibition on accruals under
paragraph (e) of this section as a result
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of the enrolled actuary’s certification
that the adjusted funding target at-
tainment percentage of the plan for the
plan year is less than 60 percent is ef-
fective as of the date of the certifi-
cation and that any prohibition on ac-
cruals ceases to be effective on the
date the enrolled actuary issues a cer-
tification that the adjusted funding
target attainment percentage of the
plan for the plan year is at least 60 per-
cent.

(B) Unpredictable contingent events
and plan amendments. In the case of a
plan that has been issued a certifi-
cation of the plan’s adjusted funding
target attainment percentage for a
plan year by the plan’s enrolled actu-
ary, the plan sponsor must comply
with the requirements of paragraphs
(b) and (c) of this section for an unpre-
dictable contingent event that occurs
or a plan amendment that takes effect
on or after the date of the enrolled ac-
tuary’s certification. Thus, the plan
administrator must determine if the
adjusted funding target attainment
percentage would be at or above the ap-
plicable threshold if it were modified
to take into account—

(I) The unpredictable
event or plan amendment;

(2) Any other unpredictable contin-
gent event benefits that were per-
mitted to be paid as a result of any un-
predictable contingent event that oc-
curred, and any other plan amendment
that took effect, earlier during the
plan year to the extent not taken into
account in the certified adjusted fund-
ing target attainment percentage for
the plan year; and

(3) Any earlier section 436 contribu-
tions made for the plan year to the ex-
tent those contributions were not
taken into account in the certified ad-
justed funding target attainment per-
centage.

(C) Application of rule for deemed elec-
tion to reduce funding balances. After
the adjusted funding target attainment
percentage for a plan year is certified
by the plan’s enrolled actuary, the
deemed election to reduce the
prefunding and funding standard carry-
over balances under paragraph (a)(5) of
this section must be reapplied based on
the actual funding target for the year

contingent
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(provided the certification is issued be-
fore the first day of the 10th month of
the plan year). The reapplication of the
rules under this paragraph (g)(5) re-
garding the deemed election in para-
graph (a)(5) of this section may require
an additional reduction in the
prefunding and funding standard carry-
over balances if the amount of the re-
duction in the prefunding and funding
standard carryover balances that is
necessary to reach the applicable
threshold to avoid the application of a
section 436 limitation exceeds the
amount that was initially reduced.
Prior reductions of the prefunding and
funding standard carryover balances
continue to apply.

(ii) Applicability to prior periods—(A)
In general. Except as otherwise pro-
vided in this paragraph (g)(5)(ii), the
enrolled actuary’s certification of the
adjusted funding target attainment
percentage for the plan for the plan
year does not affect prior periods. For
example, the certification does not af-
fect the application of the limitation
under paragraph (d) of this section for
distributions with annuity starting
dates before the certification or the ap-
plication of the limitation under para-
graph (e) of this section prior to the
date of that certification. See para-
graph (a)(4) of this section for rules re-
lating to the period of time after bene-
fits cease to be limited. Except as oth-
erwise provided in this paragraph
(2)(5)(ii), the enrolled actuary’s certifi-
cation of the adjusted funding target
attainment percentage for the plan for
the plan year does not affect the appli-
cation of the limitation under para-
graph (b) or (c) of this section to unpre-
dictable contingent event benefits, or a
plan amendment that increases the li-
ability for benefits, where the unpre-
dictable contingent event occurs or the
amendment takes effect during the pe-
riods to which paragraphs (g)(2) and
(2)(3) of this section apply.

(B) Special rule for unpredictable con-
tingent event benefits. If a plan does not
pay benefits attributable to an unpre-
dictable contingent event because of
the application of paragraph
(2)(2)(1i1)(D) or (g)(3)(ii)(A) of this sec-
tion, then the plan must pay the bene-
fits attributable to that event that
were not previously paid if such bene-
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fits would be permitted under the rules
of section 436 based on a certified ad-
justed funding target attainment per-
centage for the plan year that takes
into account the increase in the fund-
ing target that would be attributable
to those unpredictable contingent
event benefits.

(C) Special rule for plan amendments
that increase liability. If a plan amend-
ment does not take effect because of
the application of paragraph
(2)(2)(ii1)(D) or (g)(3)(i1)(A) of this sec-
tion, the plan amendment must go into
effect if it would be permitted under
the rules of section 436 based on a cer-
tified actual adjusted funding target
attainment percentage for the plan
year that takes into account the in-
crease in the funding target attrib-
utable to the plan amendment, unless
the plan amendment provides other-
wise.

(D) Ordering rule for multiple unpre-
dictable contingent events or plan amend-
ments. [Reserved]

(6) Examples. The following examples
illustrate the rules of this paragraph
(g). Unless otherwise indicated, these
examples are based on the following
facts: each plan has a plan year that is
the calendar year and a valuation date
of January 1; section 436 applies to the
plan beginning in 2008; the plan has no
funding standard carryover balance;
the plan sponsor is not in bankruptcy;
no annuity purchases have been made
from the plan; and the plan offers a
lump sum form of payment. No plan is
in at-risk status for the years discussed
in the examples. The examples read as
follows:

Example 1. (i) The plan’s certified AFTAP
as of January 1, 2010, is 75%. As of January
1, 2011, Plan A has assets of $3,300,000 and a
prefunding balance of $300,000. Beginning on
January 1, 2011, Plan A’s AFTAP for 2011 is
presumed to be 75%, under the rules of para-
graph (h) of this section and based on the
certified AFTAP for 2010.

(ii) Based on Plan A’s presumed AFTAP of
75%, Plan A would continue to be subject to
the restriction on prohibited payments in
paragraph (d)(3) of this section as of January
1, 2011. However, under the provisions of
paragraph (a)(5) of this section, if the
prefunding balance is large enough, Plan A’s
sponsor is deemed to elect to reduce the
prefunding balance to the extent needed to
avoid this restriction.

1274



Internal Revenue Service, Treasury

(iii) The amount needed to avoid the re-
striction in paragraph (d)(3) of this section is
determined by comparing the presumed ad-
justed funding target for Plan A with the in-
terim value of adjusted plan assets as of the
valuation date. The interim value of ad-
justed plan assets for Plan A is $3,000,000
(that is, the asset value of $3,300,000 reduced
by the prefunding balance of $300,000). The
presumed adjusted funding target for Plan A
is the interim value of the adjusted plan as-
sets divided by the presumed AFTAP, or
$4,000,000 (that is, $3,000,000 divided by 75%).

(iv) In order to avoid the restriction on
prohibited payments in paragraph (d)(3) of
this section, Plan A’s presumed AFTAP
must be increased to 80%. This requires an
increase in Plan A’s adjusted plan assets of
$200,000 (that is, 80% of the presumed ad-
justed funding target of $4,000,000, minus the
interim value of the adjusted plan assets of
$3,000,000). Plan A’s prefunding balance as of
January 1, 2011, is reduced by $200,000 under
the deemed election provisions of paragraph
(a)(b) of this section. Accordingly, Plan A’s
prefunding balance is $100,000 (that is,
$300,000 minus $200,000) and the interim value
of adjusted plan assets is increased to
$3,200,000 (that is, $3,300,000 minus the re-
duced prefunding balance of $100,000). Pursu-
ant to paragraph (g)(4)(ii) of this section, the
presumed adjusted funding target attain-
ment percentage for Plan A is redetermined
as 80% and Plan A must pay the full amount
of the accelerated benefit distributions elect-
ed by participants with an annuity starting
date of January 1, 2011, or later.

Example 2. (i) The facts are the same as in
Example 1. As of April 1, 2011, the enrolled ac-
tuary for Plan A has not certified the 2011
AFTAP. Therefore, beginning April 1, 2011,
Plan A’s AFTAP is presumed to be reduced
by 10 percentage points to 70%, in accord-
ance with paragraph (h)(2) of this section.
Under the provisions of paragraph
(2)(2)(i1)(B) of this section, the deemed elec-
tion to reduce the prefunding and funding
standard carryover balances described in
paragraph (a)(5) of this section must be re-
applied based on the new presumed AFTAP.

(ii) In accordance with paragraph
(2)(2)(ii)(C) of this section, a new presumed
adjusted funding target must be determined
based on the new presumed AFTAP and must
be compared to an updated interim value of
adjusted plan assets. The new presumed ad-
justed funding target is $3,200,000 divided by
the new presumed AFTAP of 70%, or
$4,571,429.

(iii) In order to avoid the restriction on
prohibited payments in paragraph (d)(3) of
this section, Plan A’s presumed AFTAP
must be increased to 80%. This requires an
additional increase in Plan A’s adjusted plan
assets of $457,143 (that is, 80% of the new pre-
sumed adjusted funding target of $4,571,429,
minus the updated interim value of the ad-
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justed plan assets of $3,200,000 reflecting the
deemed reduction in Plan A’s prefunding bal-
ance).

(iv) Plan A’s remaining prefunding balance
as of January 1, 2011, is only $100,000, which
is not enough to avoid the restriction on pro-
hibited payments under paragraph (d)(3) of
this section. Accordingly, unless Plan A’s
sponsor utilizes one of the methods described
in paragraph (f) of this section to avoid the
restriction, Plan A is subject to the restric-
tion on prohibited payments in paragraph
(d)(3) of this section and cannot pay acceler-
ated benefit distributions elected by partici-
pants with an annuity starting date of April
1, 2011, or later.

(v) Plan A’s prefunding balance remains at
$100,000 because, under paragraph (a)(5)(iii) of
this section, the deemed reduction rules do
not apply if the prefunding balance is not
large enough to increase the adjusted value
of plan assets enough to avoid the restric-
tion. However, the earlier deemed reduction
of $200,000 continues to apply because all
elections (including deemed elections) to re-
duce a plan’s funding standard carryover bal-
ance or prefunding balance are irrevocable
and must be unconditional in accordance
with paragraph (g)(2)(i1)(A) of this section.

Example 3. (i) The facts are the same as in
Example 1. On July 1, 2011, the enrolled actu-
ary for Plan A calculates the actual adjusted
funding target as $3,700,000 as of January 1,
2011. Therefore, the 2011 AFTAP would have
been 81.08% without reducing the prefunding
balance (that is, plan assets of $3,300,000
minus the prefunding balance of $300,000, di-
vided by the adjusted funding target of
$3,700,000), and Plan A would not have been
subject to the restrictions under paragraph
(d)(3) of this section.

(ii) However, paragraph (g)(5)(1)(C) of this
section requires that any prior reductions in
the prefunding or funding standard carryover
balances continue to apply, and so Plan A’s
prefunding balance remains at the reduced
amount of $100,000 as of January 1, 2011. The
enrolled actuary certifies that the 2011
AFTAP is 86.49% (that is, plan assets of
$3,300,000 reduced by the prefunding balance
of $100,000, divided by the adjusted funding
target of $3,700,000).

Example 4. (i) Plan B is a collectively bar-
gained plan with assets of $2,500,000 and a
prefunding balance of $150,000 as of January
1, 2011. On August 14, 2010, the enrolled actu-
ary for Plan B certified the AFTAP for 2010
to be 83%. No unpredictable contingent
events giving rise to unpredictable contin-
gent event benefits occurred during 2010 and
no plan amendments took effect in 2010 that
were not taken into account in the certified
AFTAP.

(ii) On January 10, 2011, Plan B’s sponsor
amends the plan to increase benefits effec-
tive on February 1, 2011. The amendment
would increase Plan B’s funding target by
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$350,000. Under the rules of paragraph (g)(3)
of this section, the determination of whether
the amendment is permitted to take effect is
based on a comparison of the inclusive pre-
sumed adjusted funding target with the up-
dated interim value of adjusted plan assets.

(iii) Plan B’s interim value of adjusted
plan assets as of the valuation date is
$2,350,000 (that is, $2,500,000 minus the
prefunding balance of $150,000). Prior to re-
flecting the amendment, Plan B’s presumed
adjusted funding target as of January 1, 2011,
is $2,831,325, which is equal to the interim
value of adjusted plan assets as of the valu-
ation date of $2,350,000, divided by the pre-
sumed AFTAP of 83%. Increasing Plan B’s
presumed adjusted funding target by $350,000
to reflect the amendment results in an inclu-
sive presumed adjusted funding target of
$3,181,325 and would result in a presumed
AFTAP of 73.87% (that is, the interim value
of adjusted plan assets as of the valuation
date of $2,350,000 divided by the inclusive pre-
sumed adjusted funding target of $3,181,325).

(iv) Because Plan B’s presumed AFTAP
was over 80% prior to taking the amendment
into account but would be less than 80% if
the amendment were taken into account,
section 436(c) and paragraph (c) of this sec-
tion prohibit the plan amendment from tak-
ing effect unless the adjusted plan assets are
increased so that the inclusive presumed
AFTAP would be increased to 80%. This
would require an additional amount of
$195,060 (that is, 80% of the inclusive pre-
sumed adjusted funding target of $3,181,325
less the interim value of adjusted plan assets
of $2,350,000).

(v) Plan B’s prefunding balance of $150,000
is not large enough for Plan B to avoid the
restriction on plan amendments, and there-
fore the deemed election to reduce the
prefunding balance under paragraph (a)(5) of
this section does not apply, and the amend-
ment cannot take effect unless the plan
sponsor makes a contribution described in
paragraph (f)(2) of this section.

Example 5. (i) The facts are the same as in
Example 4, except that Plan B’s sponsor de-
cides to make a contribution on February 1,
2011, to avoid the benefit limitation as pro-
vided in paragraph (f)(2) of this section. As of
February 1, 2011, Plan B’s effective interest
rate for the 2011 plan year has not yet been
determined. Pursuant to paragraph
(£)(2)(1)(A)(2) of this section, Plan B’s effec-
tive interest rate for 2011 is treated as 6.25%,
which is the largest of the three segment in-
terest rates applicable to the 2011 plan year,
as provided in paragraph (£)(2)(i)(A)(2) of this
section.

(ii) The amount of the contribution as of
January 1, 2011, needed to avoid the restric-
tion on plan amendments under paragraph
(c) of this section is $195,060. However, be-
cause the contribution is not paid until Feb-
ruary 1, 2011, the necessary contribution
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amount must be adjusted to reflect interest
that would otherwise have accrued between
the valuation date and the date of the con-
tribution, at Plan B’s effective interest rate
for the 2011 plan year. The amount of the re-
quired contribution after adjustment is
$196,048, determined as $195,060 increased for
one month of compound interest at an effec-
tive annual interest rate of 6.25%.

(iii) In accordance with paragraph (g)(4)(i)
of this section, the inclusive presumed
AFTAP as of February 1, 2011, is 80 percent.

Example 6. (i) The facts are the same as in
Example 5. As of April 1, 2011, the enrolled ac-
tuary for the plan has not certified the 2011
AFTAP. Beginning April 1, 2011, Plan A’s
presumed AFTAP is equal to be 70%, 10 per-
centage points lower than the inclusive pre-
sumed AFTAP as of February 1, 2011, in ac-
cordance with paragraphs (g)(2)(iii)(A) and
(h)(2) of this section. On July 1, 2011, the en-
rolled actuary for the plan calculates the ac-
tual adjusted funding target, prior to taking
the plan amendment into account, as
$2,700,000, and determines the actual effec-
tive interest rate for 2011 to be 5.25%. On this
basis, the actual AFTAP for 2011 (prior to
taking the amendment into account) as
87.04% (that is, adjusted assets of $2,350,000
divided by the adjusted funding target of
$2,700,000). Reflecting the $350,000 increase in
funding target due to the plan amendment
would increase the adjusted funding target
to $3,050,000 and would decrease Plan B’s
AFTAP to 77.05%.

(ii) Based on the calculated adjusted fund-
ing target, the amount that was necessary to
avoid the benefit restriction under paragraph
(c) of this section was $90,000 (that is, 80% of
the adjusted funding target reflecting the
plan amendment (or $3,050,000), minus the ad-
justed value of plan assets of $2,350,000). This
amount must be adjusted for interest be-
tween the valuation date and the date the
contribution was made using the effective
interest rate for Plan B. Therefore, the
amount required on the payment date of
February 1, 2011, was $90,385 (that is, $90,000
adjusted for compound interest for one
month at Plan B’s effective interest rate of
5.25% per year).

(iii) Under paragraph (g)(3)(ii)(B) of this
section, the contribution made on February
1, 2011, is recharacterized as an employer
contribution under section 430 to the extent
that it exceeded the amount necessary to
avoid application of the restriction on plan
amendments under paragraph (c) of this sec-
tion. Therefore, $105,663 (that is, the $196,048
actual contribution paid on February 1, 2011,
minus the $90,385 required contribution based
on the actual AFTAP) is recharacterized as
an employer contribution under section 430
for the 2011 plan year. As such, it may be ap-
plied toward the minimum required con-
tribution for 2011, or the plan sponsor can
elect to credit the contribution to Plan B’s
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prefunding balance to the extent that the
contributions for the 2011 plan year exceed
the minimum required contribution.

(iv) This recharacterization applied only
because the 436 contribution was made dur-
ing a period prior to the certification of Plan
B’s actual AFTAP for 2011 and during which
no presumption applied (that is, when sec-
tion 436 is applied based on the 2010 AFTAP,
which was high enough that no restrictions
applied for 2010). If the contribution had been
made during a time when the presumptions
applied (for instance, after April 1, 2011,
when the presumed AFTAP was under 80%)
then the only portion of the 436 contribution
that would be recharacterized as an em-
ployer contribution under section 430 would
be the portion of the interest adjustment at-
tributable to the difference between the
highest segment rate (6.25%) and the plan’s
actual effective interest rate (5.25%), in ac-
cordance with paragraph (£)(2)(1)(A)(2) of this
section.

(v) After reflecting the plan amendment
and the present value of the portion of the
section 436 contribution that is not re-
characterized as an employer contribution
under section 430, the adjusted assets as of
January 1, 2011, for purposes of section 436
are $2,440,000 ($2,350,000 plus $90,000) and the
inclusive adjusted funding target is
$3,050,000. Accordingly, the enrolled actuary
certifies the inclusive AFTAP for 2011 as 80%
($2,440,00 + $3,050,000). Note that assets for
section 430 purposes are not increased to re-
flect the section 436 contribution as of Janu-
ary 1, 2011.

Example 7. (i) The facts are the same as in
Example 6, except that on July 1, 2011, the en-
rolled actuary for Plan B calculates the ac-
tual adjusted funding target (before reflect-
ing the plan amendment) as $3,000,000 and
certifies the actual AFTAP as 78.33% prior to
reflecting the plan amendment (that is, ad-
justed plan assets of $2,350,000 divided by the
actual adjusted funding target of $3,000,000).
Based on the provisions of paragraph (c) of
this section, because the AFTAP prior to re-
flecting the amendment is less than 80%, the
contribution required to avoid the restric-
tion on plan amendments would have been
the amount equal to the increase in funding
target due to the plan amendment, or
$350,000.

(ii) However, according to paragraph
(2)(5)(i1)(A) of this section, the enrolled actu-
ary’s certification of the 2011 AFTAP does
not affect the application of the limitation
under paragraph (c) of this section to the
amendment, because the amendment to Plan
B took effect prior to the date of the certifi-
cation. Therefore, it is not necessary for
Plan B’s sponsor to contribute an additional
amount in order for the plan amendment to
remain in effect regardless of the extent to
which the certified AFTAP for the plan year
is less than the presumed inclusive AFTAP.
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(h) Presumed wunderfunding for pur-
poses of benefit limitations—(1) Presump-
tion of continued underfunding—@i) In
general. This paragraph (h)(1) applies to
a plan for a plan year if a limitation
under paragraph (b), (c), (d), or (e) of
this section applied to the plan on the
last day of the preceding plan year. If
this paragraph (h)(1) applies to a plan,
the first day of the plan year is a sec-
tion 436 measurement date and the pre-
sumed adjusted funding target attain-
ment percentage for the plan is the
percentage under paragraph (h)(1)(ii) or
(iii) of this section, whichever applies
to the plan, beginning on that first day
of the plan year and ending on the date
specified in paragraph (h)(1)(iv) of this
section.

(i1) Rule where preceding year certifi-
cation issued during preceding year—(A)
General rule. In any case in which the
plan’s enrolled actuary has issued a
certification under paragraph (h)(4) of
this section of the adjusted funding
target attainment percentage for the
plan year preceding the current plan
year before the first day of the current
plan year, the presumed adjusted fund-
ing target attainment percentage of
the plan for the current plan year is
equal to the prior plan year adjusted
funding target attainment percentage
until it is changed under paragraph
(h)(1)(iv) of this section.

(B) Special rule for late certifications. If
the certification of the adjusted fund-
ing target attainment percentage for
the prior plan year occurred after the
first day of the 10th month of that
prior plan year, the plan is treated as if
no such certification was made, unless
the certification took into account the
effect of any unpredictable contingent
event benefits that are permitted to be
paid based on unpredictable contingent
events that occurred, and any plan
amendments that became effective,
during the prior plan year but before
the certification (and any associated
section 436 contributions).

(iii) No certification for preceding year
issued during preceding year—(A) Deemed
percentage continues. In any case in
which the plan’s enrolled actuary has
not issued a certification under para-
graph (h)(4) of this section of the ad-
justed funding target attainment per-
centage of the plan for the plan year
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preceding the current plan year during
that prior plan year, the presumed ad-
justed funding target attainment per-
centage of the plan for the current plan
year is equal to the presumed adjusted
funding target attainment percentage
that applied on the last day of the pre-
ceding plan year until the presumed
adjusted funding target attainment
percentage is changed under paragraph
(h)(1)({ii)(B) or (h)(1)(iv) of this section.
Thus, if the prior plan year was a 12-
month plan year (so that the last day
of the plan year was after the first day
of the 10th month of the plan year and
the rules of section 436(h)(2) and para-
graph (h)(3) of this section applied to
the plan for that plan year), then the
presumed adjusted funding target at-
tainment percentage for the current
plan year is presumed to be less than 60
percent. By contrast, if the prior plan
year was less than 9 months, the pre-
sumed adjusted funding target attain-
ment percentage for the current plan
year is the presumed adjusted funding
target attainment percentage at the
last day of the preceding plan year.

(B) Enrolled actuary’s certification in
following year. In any case in which the
plan’s enrolled actuary has issued the
certification under paragraph (h)(4) of
this section of the adjusted funding
target attainment percentage of the
plan for the plan year preceding the
current plan year on or after the first
day of the current plan year, the date
of that prior plan year certification is
a new section 436 measurement date for
the current plan year. In such a case,
the presumed adjusted funding target
attainment percentage for the current
plan year is equal to the prior plan
year adjusted funding target attain-
ment percentage (reduced by 10 per-
centage points if paragraph (h)(2)(iv) of
this section applies to the plan) until it
is changed under paragraph (h)(1)(iv) of
this section. The rules of paragraph
(h)(1)([i)(B) of this section apply for
purposes of determining whether the
enrolled actuary has issued a certifi-
cation of the adjusted funding target
attainment percentage for the prior
plan year during the current plan year.

(iv) Duration of use of presumed ad-
justed funding target attainment percent-
age. If this paragraph (h)(1) applies to a
plan for a plan year, the presumed ad-
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justed funding target attainment per-
centage determined under this para-
graph (h)(1) applies until the earliest
of—

(A) The first day of the 4th month of
the plan year if paragraph (h)(2) of this
section applies;

(B) The first day of the 10th month of
the plan year if paragraph (h)(3) of this
section applies;

(C) The date of a change in the pre-
sumed adjusted funding target attain-
ment percentage under paragraph (g)(4)
of this section; or

(D) The date the enrolled actuary
issues a certification under paragraph
(h)(4) of this section of the adjusted
funding target attainment percentage
for the plan year.

(2) Presumption of underfunding begin-
ning on first day of 4th month for certain
underfunded plans—(i) In general. This
paragraph (h)(2) applies to a plan for a
plan year if—

(A) The enrolled actuary for the plan
has not issued a certification of the ad-
justed funding target attainment per-
centage for the plan year before the
first day of the 4th month of the plan
year; and

(B) The plan’s adjusted funding tar-
get attainment percentage for the pre-
ceding plan year was either—

(I) At least 60 percent but less than 70
percent; or

(2) At least 80 percent but less than 90
percent.

(i1) Special rule for first plan year a
plan is subject to section 436. This para-
graph (h)(2) also applies to a plan for
the first effective plan year if—

(A) The enrolled actuary for the plan
has not issued a certification of the ad-
justed funding target attainment per-
centage for the plan year before the
first day of the 4th month of the plan
year; and

(B) The prior plan year adjusted
funding target attainment percentage
is at least 70 percent but less than 80
percent.

(iii) Presumed adjusted funding target
attainment percentage. If this paragraph
(h)(2) applies to a plan for a plan year
and the date of the enrolled actuary’s
certification of the adjusted funding
target attainment percentage under
paragraph (h)(4) of this section for the
prior plan year (taking into account
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the special rules for late certifications
under paragraph (h)(1)(ii)(B) of this
section) occurred before the first day of
the 4th month of the current plan year,
then, commencing on the first day of
the 4th month of the current plan
year—

(A) The presumed adjusted funding
target attainment percentage of the
plan for the plan year is reduced by 10
percentage points; and

(B) The first day of the 4th month of
the plan year is a section 436 measure-
ment date.

(iv) Certification for prior plan year. If
this paragraph (h)(2) applies to a plan
and the date of the enrolled actuary’s
certification of the adjusted funding
target attainment percentage under
paragraph (h)(4) of this section for the
prior plan year (taking into account
the rules for late certifications under
paragraph (h)(1)(ii)(B) of this section)
occurs on or after the first day of the
4th month of the current plan year,
then, commencing on the date of that
prior plan year certification—

(A) The presumed adjusted funding
target attainment percentage of the
plan for the current plan year is equal
to 10 percentage points less than the
prior plan year adjusted funding target
attainment percentage; and

(B) The date of the prior plan year
certification is a section 436 measure-
ment date.

(v) Duration of use of presumed ad-
justed funding target attainment percent-
age. If this paragraph (h)(2) applies to a
plan for a plan year, the presumed ad-
justed funding target attainment per-
centage determined under this para-
graph (h)(2) applies until the earliest
of—

(A) The first day of the 10th month of
the plan year if paragraph (h)(3) of this
section applies;

(B) The date of a change in the pre-
sumed adjusted funding target attain-
ment percentage under paragraph (g)(4)
of this section; or

(C) The date the enrolled actuary
issues a certification under paragraph
(h)(4) of this section of the adjusted
funding target attainment percentage
for the plan year.

(3) Presumption of underfunding begin-
ning on first day of 10th month. In any
case in which no certification of the
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specific adjusted funding target attain-
ment percentage for the current plan
year under paragraph (h)(4) of this sec-
tion is made with respect to the plan
before the first day of the 10th month
of the plan year, then, commencing on
the first day of the 10th month of the
current plan year—

(i) The presumed adjusted funding
target attainment percentage of the
plan for the plan year is presumed to
be less than 60 percent; and

(ii) The first day of the 10th month of
the plan year is a section 436 measure-
ment date.

(4) Certification of AFTAP—() Rules
generally applicable to certifications—(A)
In general. The enrolled actuary’s cer-
tification referred to in this section
must be made in writing, must be
signed and dated to show the date of
the signature, must be provided to the
plan administrator, and, except as oth-
erwise provided in paragraph (h)(4)(ii)
of this section, must certify the plan’s
adjusted funding target attainment
percentage for the plan year. Except in
the case of a range certification de-
scribed in paragraph (h)(4)(ii) of this
section, the certification must set
forth the value of plan assets, the
prefunding balance, the funding stand-
ard carryover balance, the value of the
funding target used in the determina-
tion, the aggregate amount of annuity
purchases included in the adjusted
value of plan assets and the adjusted
funding target, the unpredictable con-
tingent event benefits permitted to be
paid for unpredictable contingent
events that occurred during the cur-
rent plan year that were taken into ac-
count for the current plan year (includ-
ing any associated section 436 contribu-
tions), the plan amendments that took
effect in the current plan year that
were taken into account for the cur-
rent plan year (including any associ-
ated section 436 contributions), any
benefit accruals that were restored for
the plan year (including any section 436
contributions), and any other relevant
factors. The actuarial assumptions and
funding methods used in the calcula-
tion for the certification must be the
actuarial assumptions and funding
methods used for the plan for purposes
of determining the minimum required
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contributions under section 430 for the
plan year.

(B) Determination of plan assets. For
purposes of making any determination
of the adjusted funding target attain-
ment percentage under this section,
the determination is not permitted to
include in plan assets contributions
that have not been made to the plan by
the certification date. Thus, the en-
rolled actuary’s certification of the ad-
justed funding target attainment per-
centage for a plan year cannot take
into account contributions that are ex-
pected to be made after the certifi-
cation date. Notwithstanding the fore-
going, for plan years beginning before
January 1, 2009, the enrolled actuary’s
certification of the adjusted funding
target attainment percentage is per-
mitted to take into account employer
contributions for the prior plan year
that are reasonably expected to be
made for that prior plan year but have
not been contributed by the date of the
enrolled actuary’s certification. See
paragraphs (h)(4)(iii) and (v) of this sec-
tion for rules relating to changes in the
certified percentage.

(i1) Special rules for certification within
range—(A) In general. Under this para-
graph (h)(4)(ii), the plan’s enrolled ac-
tuary is permitted to certify during a
plan year that the plan’s adjusted fund-
ing target attainment percentage for
that plan year either is less than 60
percent, is 60 percent or higher (but is
less than 80 percent), is 80 percent or
higher, or is 100 percent or higher. If
the enrolled actuary has issued such a
range certification for a plan year and
the enrolled actuary subsequently
issues a certification of the specific ad-
justed funding target attainment per-
centage for the plan before the end of
that plan year, then the certification
of the specific adjusted funding target
attainment percentage is treated as a
change in the applicable percentage to
which paragraph (h)(4)(iii) of this sec-
tion applies.

(B) Effect of range certification before
certification of specific percentage. If a
plan’s enrolled actuary issues a range
certification pursuant to this para-
graph (h)(4)(ii), then, for purposes of
this section (including application of
the limitations of sections 436(b) and
(c), contributions described in sections
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436(b)(2), 436(c)(2), and 436(e)(2), and the
mandatory reduction of the prefunding
and funding standard carryover bal-
ances under paragraph (a)(b) of this
section), the plan is treated as having a
certified percentage at the smallest
value within the applicable range until
a certification of the plan’s specific ad-
justed funding target attainment per-
centage for the plan year has been
issued under paragraph (h)(4)(i) of this
section. However, if the plan’s enrolled
actuary has issued a range certifi-
cation for the plan year but does not
issue a certification of the specific ad-
justed funding target attainment per-
centage for the plan by the last day of
that plan year, the adjusted funding
target attainment percentage for the
plan is retroactively deemed to be less
than 60 percent as of the first day of
the 10th month of the plan year.

(C) Effect of range certification on and
after certification of specific percentage.
Once the certification of the specific
adjusted funding target attainment
percentage is issued by the plan’s en-
rolled actuary, the certified percentage
applies for all purposes of this section
on and after the date of that certifi-
cation. If the plan sponsor made sec-
tion 436 contributions to avoid applica-
tion of a benefit limitation during the
period a range certification was in ef-
fect, those section 436 contributions
are recharacterized as employer con-
tributions under section 430 to the ex-
tent the contributions exceed the
amount necessary to avoid application
of a limitation based on the specific ad-
justed funding target attainment per-
centage as certified by the plan’s en-
rolled actuary on or before the last day
of the plan year.

(iii) Change of certified percentage—(A)
Application of new percentage. If the en-
rolled actuary for the plan provides a
certification of the adjusted funding
target attainment percentage of the
plan for the plan year under this para-
graph (h)(4) (including a range certifi-
cation) and that certified percentage is
superseded by a subsequent determina-
tion of the adjusted funding target at-
tainment percentage for that plan
year, then, except to the extent pro-
vided in paragraph (h)4)(iv)(B) of this
section, that later percentage must be
applied for the portion of the plan year
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beginning on the date of the earlier
certification. The subsequent deter-
mination could be the correction of a
prior incorrect certification or it could
be an update of a prior correct certifi-
cation to take into account subsequent
facts under the rules of paragraph
(h)(4)(v) of this section. The implica-
tions of such a change depend on
whether the change is a material
change or an immaterial change. See
paragraph (h)(4)(iv) of this section.

(B) Material change. A change in a
plan’s certified adjusted funding target
attainment percentage constitutes a
material change for a plan year if plan
operations with respect to benefits
that are addressed by section 436, tak-
ing into account any actual contribu-
tions and elections under section 430(f)
made by the plan sponsor based on the
prior certified percentage, would have
been different based on the subsequent
determination of the plan’s adjusted
funding target attainment percentage
for the plan year. A change in a plan’s
adjusted funding target attainment
percentage for a plan year can be a ma-
terial change even if the only impact of
the change occurs in the following plan
year under the rules for determining
the presumed adjusted funding target
attainment percentage in that fol-
lowing year.

(C) Immaterial change. In general, an
immaterial change is any change in an
adjusted funding target attainment
percentage for a plan year that is not a
material change. In addition, subject
to the requirement to recertify the ad-
justed funding target attainment per-
centage in paragraph (h)(4)(v)(B) of this
section, a change in adjusted funding
target attainment percentage is
deemed to be an immaterial change if
it merely reflects a change in the fund-
ing target for the plan year or the
value of the adjusted plan assets after
the date of the enrolled actuary’s cer-
tification resulting from—

(I) Additional contributions for the
preceding year that are made by the
plan sponsor;

(2) The plan sponsor’s election to re-
duce the prefunding balance or funding
standard carryover balance;

(3) The plan sponsor’s election to
apply the prefunding balance or fund-
ing standard carryover balance to off-
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set the prior plan year’s minimum re-
quired contribution;

(4) A change in funding method or ac-
tuarial assumptions, where such
change required actual approval of the
Commissioner (rather than deemed ap-
proval);

(5) Unpredictable contingent event
benefits which are permitted to be paid
because the employer makes the sec-
tion 436 contribution described in para-
graph (£)(2)(iii)(A) of this section;

(6) Unpredictable contingent event
benefits which are permitted to be paid
because the plan’s enrolled actuary de-
termines that the increase in the fund-
ing target attributable to the occur-
rence of the unpredictable contingent
event would not cause the plan’s ad-
justed funding target attainment per-
centage to fall below 60 percent;

(7) A plan amendment which takes ef-
fect because the employer makes the
section 436 contribution described in
paragraph (f)(2)(iv)(A) of this section,
the liability for which was not taken
into account in the certification of the
adjusted funding target attainment
percentage; or

(8) A plan amendment which takes ef-
fect because the plan’s enrolled actu-
ary determines that the increase in the
funding target attributable to the plan
amendment would not cause the plan’s
adjusted funding target attainment
percentage to fall below 80 percent, the
liability for which was not taken into
account in the certification of the ad-
justed funding target attainment per-
centage.

(iv) Effect of change in percentage—(A)
Material change. In the case of a mate-
rial change, if the plan’s prior oper-
ations were in accordance with the
prior certification of the adjusted fund-
ing target attainment percentage for
the plan year (rather than the actual
adjusted funding target attainment
percentage for the plan year), then the
plan will not have satisfied the require-
ments of section 401(a)(29) and section
436. Even if the plan’s prior operations
were in accordance with the subse-
quent certification of the adjusted
funding target attainment percentage,
the plan will not have satisfied the
qualification requirements of section
401(a) because the plan will not have
been operated in accordance with its
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terms during the period of time the
prior certification applied. In addition,
in the case of a material change, the
rules requiring application of a pre-
sumed adjusted funding target attain-
ment percentage under paragraphs
(h)(1) through (h)(3) of this section con-
tinue to apply from and after the date
of the prior certification until the date
of the subsequent certification.

(B) Immaterial change. An immaterial
change in the adjusted funding target
attainment percentage applies prospec-
tively only and does not change the in-
applicability of the presumptions
under paragraphs (h)(1), (2), and (3) of
this section prior to the date of the
later certification.

(v) Rules relating to updated certifi-
cation—(A) In general. This paragraph
(h)(4)(v) sets forth rules relating to up-
dates of an actuary’s certification of
the plan’s adjusted funding target at-
tainment percentage for a plan year.
Paragraphs (h)(4)(v)(B) and (D) of this
section require that an updated ad-
justed funding target attainment per-
centage be certified in certain situa-
tions. Even if the updated adjusted
funding target attainment percentage
is not required to be certified, plan ad-
ministrators may request that the ac-
tuary prepare an updated certification
of the adjusted funding target attain-
ment percentage, as described in para-
graphs (h)(4)(v)(C) and (E) of this sec-
tion. Any updated adjusted funding
target attainment percentage deter-
mined under this paragraph (h)(4)(v)
will apply beginning as of the date of
the event that gave rise to the need for
the update which is a section 436 meas-
urement date. Thus, pursuant to this
paragraph (h)(4)(v), the updated fund-
ing target attainment percentage ap-
plies thereafter for all purposes of sec-
tion 436, including application with re-
spect to unpredictable contingent
events occurring on or after the meas-
urement date (but not for unpredict-
able contingent events that occurred
before such measurement date or for
benefits with annuity starting dates
before that measurement date). The
updated adjusted funding target attain-
ment percentage will continue to apply
for the remainder of the plan year and
will be used for the presumed adjusted
funding target attainment percentage
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for the next plan year, unless there is
a later updated certification of ad-
justed funding target attainment per-
centage for the plan year.

(B) Requirement to recertify AFTAP if
plan sponsor contributes to threshold. If,
during the plan year, unpredictable
contingent event benefits are per-
mitted to be paid, a plan amendment
takes effect, or benefits are permitted
to accrue because the plan sponsor
makes a contribution described in
paragraph ()(2)(iii)(B), (DH(2)({v)(B), or
(£)(2)(v) of this section, then, in accord-
ance with paragraph (£)(2)(ii)(C) of this
section, the plan’s enrolled actuary
must issue an updated certification of
the adjusted funding target attainment
percentage that takes into account
such contribution as well as the liabil-
ity for unpredictable contingent event
benefits that are permitted to be paid,
plan amendments that take effect dur-
ing the plan year, and restored bene-
fits.

(C) Optional recertification of AFTAP
after other unpredictable contingent event
or plan amendment. Except as provided
in paragraph (h)(4)(v)(D) of this sec-
tion, if, during a plan year, unpredict-
able contingent event benefits are per-
mitted to be paid, or a plan amendment
takes effect, because either the plan
sponsor makes a contribution described
in paragraph (f)(2)(iii)(A) or ()(2)(iv)(A)
of this section, or the plan’s enrolled
actuary determines that the increase
in the funding target attributable to
the occurrence of the unpredictable
contingent event or the plan amend-
ment would not cause the plan’s ad-
justed funding target attainment per-
centage to fall below the applicable 60
percent or 80 percent threshold (taking
into account the occurrence of all pre-
vious unpredictable contingent event
benefits and plan amendments to the
extent not already reflected in the cer-
tified adjusted funding target attain-
ment percentage for the plan year (or
update)), then the plan administrator
may request that the plan actuary
issue an updated certification of the
adjusted funding target attainment
percentage that takes into account the
unpredictable contingent event bene-
fits or plan amendments and any asso-
ciated section 436 contribution.
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(D) Requirement to recertify AFTAP
after deemed immaterial change. If a
change in the adjusted funding target
attainment percentage as a result of
one of the items listed in paragraph
(h)(4)(iii)(C) of this section would be a
material change, then the change is
treated as an immaterial change only
if the plan’s enrolled actuary recer-
tifies the adjusted funding target at-
tainment percentage for the plan year
as soon as practicable after the event
that gives rise to the change.

(E) Optional recertification after other
immaterial change. If a change in the ad-
justed funding target attainment per-
centage is immaterial, then the plan
administrator may request that the
plan actuary issue an updated certifi-
cation of the adjusted funding target
attainment percentage that takes into
account the unpredictable contingent
event benefits or plan amendments and
any associated section 436 contribu-
tion.

(5) Examples of rules of paragraphs
(h)(1), (h)(2), and (h)(3) of this section.
The following examples illustrate the
rules of paragraphs (h)(1), (h)(2), and
(h)(3) of this section. Unless otherwise
indicated, the examples in this section
are based on the information in this
paragraph (h)(5). Each plan is a non-
collectively bargained defined benefit
plan with a plan year that is the cal-
endar year and a valuation date of Jan-
uary 1. The plan year is subject to sec-
tion 436 in 2008. The plan does not have
a funding standard carryover balance
or a prefunding balance as of any of the
dates mentioned, and the plan sponsor
does not elect to utilize any of the
methods in paragraph (f) of this section
to avoid applicable benefit restrictions.
No range certification under paragraph
(h)(4) of this section has been issued.
The plan sponsor is not in bankruptcy.
The examples read as follows:

Ezxample 1. (i) On July 15, 2010, the adjusted
funding target attainment percentage
(‘““AFTAP”) for Plan T for 2010 is certified to
be 65%. Based on this AFTAP, Plan T is sub-
ject to the restriction on prohibited pay-
ments in paragraph (d)(3) of this section for
the remainder of 2010.

(ii) Beginning January 1, 2011, Plan T’s
AFTAP for 2011 is presumed to be equal to
the AFTAP for 2010, or 65%, under the provi-
sions of paragraph (h)(1)(ii) of this section.
Accordingly, the restriction on prohibited
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payments in paragraph (d)(3) of this section
continues to apply.

(iii) On March 1, 2011, the enrolled actuary
for the plan certifies that the actual AFTAP
for 2011 is 80%. Therefore, beginning March 1,
2011, Plan T is no longer subject to the re-
striction under paragraph (d)(3) of this sec-
tion, and so Plan T resumes paying the full
amount of any prohibited payments elected
by participants with an annuity starting
date of March 1, 2011, or later.

Example 2. (i) The facts are the same as in
Example 1, except that the enrolled actuary
for the plan does not certify the AFTAP for
2011 until June 1, 2011, when it is certified to
be 66%.

(ii) Beginning January 1, 2011, Plan T’s
AFTAP for 2011 is presumed to be equal to
the AFTAP for 2010, or 65%, under the provi-
sions of paragraph (h)(1)(ii) of this section.
Accordingly, the restriction on prohibited
payments in paragraph (d)(3) of this section
continues to apply.

(iii) Pursuant to paragraph (h)(2)(iv) of this
section, beginning April 1, 2011, the AFTAP
for 2011 is presumed to be 55% (10 percentage
points less than the AFTAP for 2010). Plan T
is subject to the restriction on prohibited
payments under paragraph (d)(1) of this sec-
tion for annuity starting dates on or after
April 1, 2011. In addition, Plan T is subject to
the restriction on unpredictable contingent
event benefits under paragraph (b) of this
section for unpredictable contingent events
occurring on or after April 1, 2011 and bene-
fits are required to be frozen on and after
April 1, 2011 under paragraph (e) of this sec-
tion.

(iv) Once the enrolled actuary for the plan
certifies that the AFTAP for 2011 for Plan T
is 66%, Plan T is no longer subject to the re-
striction under paragraph (d)(1) of this sec-
tion, but it is subject to the restriction
under paragraph (d)(3) of this section. Plan T
must resume paying prohibited payments, as
restricted under paragraph (d)(3) of this sec-
tion, for participants who elect benefits in
accelerated forms of payment and who have
an annuity starting date of June 1, 2011, or
later. In addition, Plan T must provide bene-
fits for any unpredictable contingent event
occurring on or after January 1, 2011, to the
extent permitted under paragraph (b) of this
section. Similarly, Plan T is no longer sub-
ject to the restriction on benefit accruals
under paragraph (e) of this section, and ben-
efit accruals resume under Plan T beginning
June 1, 2011, unless Plan T provides other-
wise.

Example 3. (i) The facts are the same as in
Example 1, except that the enrolled actuary
for the plan does not certify the 2011 AFTAP
until November 15, 2011. Beginning October 1,
2011, Plan T is conclusively presumed to have
an AFTAP of less than 60%, in accordance
with the provisions of paragraph (h)3) of
this section. Accordingly, Plan T is subject
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to the restrictions in paragraphs (b), (d)1),
and (e) of this section commencing on Octo-
ber 1, 2011.

(ii) On November 15, 2011, the enrolled ac-
tuary for the plan certifies that the AFTAP
for 2011 is 72%. However, because the certifi-
cation occurred after September 30, 2011, the
certification does not constitute a new sec-
tion 436 measurement date, and Plan T con-
tinues to be subject to the restrictions on
unpredictable contingent event benefits, pro-
hibited payments, and benefit accruals under
paragraphs (b), (d)(1), and (e) of this section.

(iii) Beginning January 1, 2012, the 2012
AFTAP for Plan T is presumed to be equal to
the 2011 AFTAP of 72%. Because the pre-
sumed 2012 AFTAP is between 70% and 80%
and, therefore, paragraph (h)(2) of this sec-
tion (which provides for a 10 percentage
point reduction in a plan’s AFTAP in certain
cases) will not apply, the presumed AFTAP
will remain at 72% until the plan’s enrolled
actuary certifies the AFTAP for 2012 or until
paragraph (h)(3) of this section applies on the
first day of the 10th month of the plan year.
Because the presumed AFTAP is 72%, Plan T
is no longer subject to the restrictions on
prohibited payments under paragraph (d)(1)
of this section, and Plan T must provide ben-
efits for any unpredictable contingent event
occurring on or after January 1, 2012, to the
extent permitted under paragraph (b) of this
section and must resume paying prohibited
payments, as restricted under paragraph
(d)(3) of this section, that are elected by par-
ticipants with annuity starting dates on or
after January 1, 2012. Similarly, Plan T is no
longer subject to the restriction on benefit
accruals under paragraph (e) of this section,
and benefit accruals resume under Plan T be-
ginning January 1, 2012, unless Plan T pro-
vides otherwise.

Example 4. (i) The facts are the same as in
Example 3, except that the enrolled actuary
for the plan does not issue a certification of
the AFTAP for 2011 for Plan T until Feb-
ruary 1, 2012.

(ii) Beginning on January 1, 2012, the pre-
sumptions in paragraph (h)(1)(iii) of this sec-
tion apply for the 2012 plan year. Because the
enrolled actuary for the plan has not cer-
tified the AFTAP for 2011, the presumed
AFTAP as of October 1, 2011, continues to
apply for the period beginning January 1,
2012. Therefore, the AFTAP as of January 1,
2012, is presumed to be less than 60%, and
Plan T continues to be subject to the restric-
tions on unpredictable contingent event ben-
efits under paragraph (b) of this section, pro-
hibited payments under paragraph (d)(1) of
this section, and benefit accruals under para-
graph (e) of this section.

(iii) On February 1, 2012, the enrolled actu-
ary for the plan certifies that the AFTAP for
2011 for Plan T is 65%. Because the enrolled
actuary for the plan has not issued a certifi-
cation of the AFTAP for 2012, the provisions
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of paragraph (h)(1)(iii)(B) of this section
apply. Accordingly, the certification date for
the 2011 AFTAP (February 1, 2012) is a sec-
tion 436 measurement date and 65% is the
presumed AFTAP for 2012 beginning on that
date.

(iv) Because the presumed AFTAP is over
60% but less than 80%, the full restriction on
prohibited payments under paragraph (d)(1)
of this section no longer applies; however,
the partial restriction on prohibited pay-
ments under paragraph (d)(3) of this section
applies beginning on February 1, 2012. There-
fore, Plan T must pay a portion of the pro-
hibited payments elected by participants
with annuity starting dates on or after Feb-
ruary 1, 2012. Furthermore, based on the pre-
sumed AFTAP of 65%, the restriction on un-
predictable contingent event benefits under
paragraph (b) of this section ceases to apply
for events occurring on or after February 1,
2012, to the extent permitted under para-
graph (b) of this section and the restriction
on benefit accruals under paragraph (e) of
this section no longer applies so that, unless
Plan T provides otherwise, benefit accruals
will resume as of February 1, 2012.

Example 5. (i) The facts are the same as in
Example 3, except that the enrolled actuary
for the plan does not issue a certification of
the actual AFTAP for Plan T as of January
1, 2011, until May 1, 2012.

(ii) Beginning on January 1, 2012, the pre-
sumptions in paragraph (h)(1)(iii) of this sec-
tion apply for the 2012 plan year. Because the
enrolled actuary for the plan has not cer-
tified the actual AFTAP as of January 1,
2011, the presumed AFTAP as of October 1,
2011, continues to apply for the period begin-
ning January 1, 2012. Therefore, the AFTAP
as of January 1, 2012, is presumed to be less
than 60%, and Plan T continues to be subject
to the restrictions on unpredictable contin-
gent event benefits under paragraph (b) of
this section, on prohibited payments under
paragraph (d)(1) of this section, and on ben-
efit accruals under paragraph (e) of this sec-
tion.

(iii) Since the enrolled actuary for the plan
has not issued a certification of the actual
AFTAP as of January 1, 2011, the rules of
paragraph (h)(1)(iii) of this section apply be-
ginning April 1, 2012, and the AFTAP is pre-
sumed to remain less than 60%. Plan T con-
tinues to be subject to the restrictions on
unpredictable contingent event benefits
under paragraph (b) of this section, on pro-
hibited payments under paragraph (d)(1) of
this section, and on benefit accruals under
paragraph (e) of this section.

(iv) On May 1, 2012, the enrolled actuary
for the plan certifies that the actual AFTAP
for 2011 for Plan T is 65%. Because the en-
rolled actuary for the plan has not issued a
certification of the actual AFTAP as of Jan-
uary 1, 2012, the provisions of paragraph
(h)(2)(iv) of this section apply. Accordingly,
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on May 1, 2012, the 2012 AFTAP is presumed
to be 10 percentage points less than the 2011
AFTAP, or 55%, so that the restrictions
under paragraphs (b), (d), and (e) of this sec-
tion continue to apply.

Example 6. (i) The enrolled actuary for Plan
V certifies the plan’s AFTAP for 2010 to be
69%. Based on this AFTAP, Plan V is subject
to the restriction in paragraph (d)(3) of this
section, and can only pay a portion (gen-
erally 50%) of the prohibited payments oth-
erwise due to plan participants who com-
mence benefits while the restriction is in ef-
fect. The enrolled actuary for the plan does
not issue a certification of the AFTAP for
2011 until June 1, 2011.

(ii) Beginning January 1, 2011, Plan V’s 2011
AFTAP is presumed to be equal to the 2010
AFTAP, or 69%, under the provisions of para-
graph (h)(1)(ii) of this section. Accordingly,
the restriction on prohibited payments in
paragraph (d)(3) of this section continues to
apply from January 1, 2011, through March
31, 2011, and Plan T may only pay a portion
of the prohibited payments otherwise due to
participants who commence benefit pay-
ments during this period.

(iii) Beginning April 1, 2011, the provisions
of paragraph (h)(2)(ii) of this section apply.
Under those provisions, the AFTAP begin-
ning April 1, 2011, is presumed to be 10 per-
centage points lower than the presumed 2011
AFTAP, or 59%. Because Plan V’s presumed
AFTAP for 2011 is less than 60%, the restric-
tions on unpredictable contingent event ben-
efits under paragraph (b) of this section, on
the payment of accelerated benefit distribu-
tions under paragraph (d)(1) of this section,
and on benefit accruals under paragraph (e)
of this section apply. Accordingly, Plan V
cannot pay any unpredictable contingent
event benefits for events occurring on or
after April 1, 2011, or prohibited payments to
participants with an annuity starting date
on or after April 1, 2011, and benefit accruals
cease as of April 1, 2011.

(iv) On June 1, 2011, Plan V’s enrolled actu-
ary certifies that the plan’s AFTAP for 2011
is 71%. Therefore, the restrictions on unpre-
dictable contingent event benefits, prohib-
ited payments, and benefit accruals in para-
graphs (b), (d)(1), and (e) of this section no
longer apply, but the partial restriction on
benefit payments in paragraph (d)(3) of this
section does apply. Accordingly, Plan V be-
gins paying unpredictable contingent event
benefits for events occurring on or after Jan-
uary 1, 2011, to the extent permitted under
paragraph (b) of this section and a portion of
the prohibited payments elected by partici-
pants with an annuity starting date on or
after June 1, 2011. Benefit accruals pre-
viously restricted under paragraph (e) of this
section resume effective June 1, 2011, unless
Plan V provides otherwise.

(v) Participants who were not able to elect
an accelerated form of payment during the
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period from April 1, 2011, through May 31,
2011, would be able to elect a new annuity
starting date with a partial distribution of
accelerated benefits effective June 1, 2011, if
Plan V contained a preexisting provision per-
mitting such an election after the restriction
in paragraph (d)(1) of this section no longer
applies. This is permitted because, under
paragraph (a)(4)(ii)(B) of this section, a pre-
existing provision of this type is not consid-
ered a plan amendment and is therefore not
subject to the plan amendment restriction in
paragraph (c) of this section even though
Plan V’s AFTAP for 2011 is less than 80%.

(vi) Benefit accruals for the period begin-
ning April 1, 2011, through May 31, 2011,
would be automatically restored if Plan V
contained a preexisting provision to retro-
actively restore benefit accruals restricted
under paragraph (e) of this section after the
restriction no longer applies. This is per-
mitted because under paragraph (a)(4)(ii)(B)
of this section, a preexisting provision of
this type is not considered to be a plan
amendment and is therefore not subject to
the plan amendment restriction in paragraph
(c) of this section even though Plan V’s
AFTAP for 2011 is less than 80%, because the
period of the restriction did not exceed 12
months.

(6) Examples of rules of paragraph
(h)(4) of this section. The following ex-
amples illustrate the rules of para-
graph (h)(4) of this section:

Example 1. (i) Plan Y is a non-collectively
bargained defined benefit plan with a plan
year that is the calendar year and a valu-
ation date of January 1. Plan Y does not
have a funding standard carryover balance or
a prefunding balance. Plan Y’s sponsor is not
in bankruptcy. In June of 2010, the actual
AFTAP for 2010 for Plan Y is certified as
65%. On the last day of the 2010 plan year,
Plan Y is subject to the restrictions in para-
graph (d)(3) of this section.

(ii) The enrolled actuary for the plan issues
a range certification on March 21, 2011, certi-
fying that the AFTAP for 2011 is at least 60%
and less than 80%. Because the certification
was issued before the first day of the 4th
month of the plan year, the 10 percentage
point reduction in the presumed AFTAP
under paragraph (h)(2) of this section does
not apply. In addition, because the enrolled
actuary for the plan has certified that the
AFTAP is within this range, Plan Y is not
subject to the full restriction on accelerated
benefit payments in paragraph (d)(1) of this
section or the restriction on benefit accruals
under paragraph (e) of this section.

(iii) On August 1, 2011, the enrolled actuary
for the plan certifies that the actual AFTAP
as of January 1, 2011, is 75.86%. This AFTAP
falls within the previously certified range.
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Thus, the change is immaterial under para-
graph (h)(4)(iii) of this section and the new
certification does not change the applica-
bility or inapplicability of the restrictions in
this section.

Example 2. (i) The facts are the same as in
Example 1, except that the plan sponsor
makes an additional contribution for the
2010 plan year on September 1, 2011, that is
not added to the prefunding balance. Reflect-
ing this contribution, the enrolled actuary
for the plan issues a revised certification
stating that the AFTAP for 2011 is 81%, and
Plan Y is no longer subject to the restriction
on accelerated benefit payments under para-
graph (d)(3) of this section on that date.

(ii) Although the revised -certification
changes the applicability of the restriction
under paragraph (d)(3) of this section, the
change is not a material change under para-
graph (h)(4)(iii)(C)(1) of this section because
the AFTAP changed only because of addi-
tional contributions for the preceding year
made by the plan sponsor after the date of
the enrolled actuary’s initial certification.

(i) [Reserved]

(j) Definitions. For purposes of this
section—

(1) Adjusted funding target attainment
percentage—(i) In general. Except as
otherwise provided in this paragraph
(GHQ), the adjusted funding target attain-
ment percentage for a plan year is the
fraction (expressed as a percentage)—

(A) The numerator of which is the ad-
justed plan assets for the plan year de-
scribed in paragraph (j)(1)(ii) of this
section; and

(B) The denominator of which is the
adjusted funding target for the plan
year described in paragraph (j)(1)(iii) of
this section.

(i1) Adjusted plan assets—(A) General
rule. The adjusted plan assets for a plan
year is generally determined by—

(I) Subtracting the plan’s funding
standard carryover balance and
prefunding balance as of the valuation
date from the value of plan assets for
the plan year under section 430(g) (but
treating the resulting value as zero if
it is below zero); and

(2) Increasing the resulting value by
the aggregate amount of purchases of
annuities for participants and bene-
ficiaries (other than participants who,
at the time of the purchase, were high-
ly compensated employees as defined
in section 414(q), which definition in-
cludes highly compensated former em-
ployees under §1.414(q)-1T, Q&A-4)
which were made by the plan during
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the preceding 2 plan years, to the ex-
tent not included in plan assets for
purposes of section 430.

(B) Special rule for plans that are fully
funded without regard to subtraction of
funding balances from plan assets. If for
a plan year the value of plan assets de-
termined without subtracting the fund-
ing standard carryover balance and the
prefunding balance is not less than 100
percent of the plan’s funding target de-
termined under section 430 without re-
gard to section 430(i), then the adjusted
value of plan assets used in the calcula-
tion of the adjusted funding target at-
tainment percentage for the plan year
is determined without subtracting the
plan’s funding standard carryover bal-
ance and prefunding balance from the
value of plan assets for the plan year.

(C) Special rule for plans with section
436 contributions. If an employer makes
a contribution described in paragraph
(£)(2) of this section after the valuation
date in order to avoid or terminate
limitations under section 436, then the
present value of that contribution (de-
termined using the effective interest
rate under section 430(h)(2)(A) for the
plan year) is permitted to be added to
the plan assets as of the valuation date
for purposes of determining or redeter-
mining the adjusted funding target at-
tainment percentage for a plan year,
but only if the liability for the bene-
fits, amendment, or accruals that
would have been limited (but for the
contribution) is included in deter-
mining the adjusted funding target for
the plan year.

(D) Transition rule. Paragraph
(JH(D)(i)(B) of this section is applied to
plan years beginning after 2007 and be-
fore 2011 by substituting for ‘100 per-
cent’” the applicable percentage deter-
mined in accordance with the following
table:

In the case of a plan year beginning in
calendar year:

The applicable
percentage is:

92
94
9%

(B) Limitation on transition rule. Para-
graph (j)(1)(ii)(D) of this section does
not apply with respect to the current
plan year unless, for each plan year be-
ginning after December 31, 2007, and be-
fore the current plan year, the value of
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plan assets determined without sub-
tracting the funding standard carry-
over balance and the prefunding bal-
ance is not less than the product of—

(I) The applicable percentage deter-
mined under paragraph (j)(1)(ii)(D) of
this section for that plan year; and

(2) The funding target (determined
without regard to the at-risk rules of
section 430(i)) for that plan year.

(iii) Adjusted funding target—(A) In
general. Except as otherwise provided
in this paragraph (j)(1)(iii), the ad-
justed funding target equals the fund-
ing target for the plan year, deter-
mined in accordance with the rules set
forth in §1.430(d)-1, but without regard
to the at-risk rules under section 430(i),
increased by the aggregate amount of
purchases of annuities that were added
to assets for purposes of determining
the plan’s adjusted plan assets under
paragraph (j)(1)(ii)(A)(2) of this section.
The definition of adjusted funding tar-
get for a plan maintained by a commer-
cial airline for which the plan sponsor
has made the election described in sec-
tion 402(a)(1) of Pension Protection Act
of 2006 (PPA ’06), Public Law 109-280
(120 Stat. 780), is the same as if it did
not make such an election.

(B) Adjusted funding target after up-
dated certification. After the plan’s en-
rolled actuary prepares an updated cer-
tification of the adjusted funding tar-
get attainment percentage under para-
graph (h)(4)(v) of this section, the ad-
justed funding target will also be up-
dated to reflect unpredictable contin-
gent event benefits and plan amend-
ments not already taken into account.

(iv) Plans with zero adjusted funding
target. If the adjusted funding target
for the plan year is zero, then the ad-
justed funding target attainment per-
centage for the plan year is 100 percent.

(v) Plans with end of year valuation
dates. [Reserved]

(vi) Special rule for plans that are the
result of a merger. [Reserved]

(vii) Special rule for plans that are in-
volved in a spinoff. [Reserved]

(2) Annuity starting date—(i) General
rule. The term annuity starting date
means, as applicable—

(A) The first day of the first period
for which an amount is payable as an
annuity as described in section
417(£)(2)(A)(D);

§1.436-1

(B) In the case of a benefit not pay-
able in the form of an annuity, the an-
nuity starting date is the annuity
starting date for the qualified joint and
survivor annuity that is payable under
the plan at the same time as the ben-
efit that is not payable as an annuity;

(C) In the case of an amount payable
under a retroactive annuity starting
date, the benefit commencement date
(instead of the date determined under
paragraphs (j)(2)(i)(A) and (B) of this
section);

(D) The date of the purchase of an ir-
revocable commitment from an insurer
to pay benefits under the plan; and

(E) The date of any transfer to an-
other plan described in paragraph
(3)(6)(Q)(C) of this section.

(i1) Special rule for beneficiaries. If a
participant commences benefits at an
annuity starting date (as defined in
paragraph (j)(2)(i) of this section) and,
after the death of the participant, pay-
ments continue to a beneficiary, the
annuity starting date for the payments
to the participant constitutes the an-
nuity starting date for payments to the
beneficiary, except that a new annuity
starting date occurs (determined by ap-
plying paragraph (j)(2)1)(A), (B), and
(C) of this section to the payments to
the beneficiary) if the amounts payable
to all beneficiaries of the participant
in the aggregate at any future date can
exceed the monthly amount that would
have been paid to the participant had
he or she not died.

(3) First effective plan year. The first
effective plan year for a plan is the first
plan year to which section 436 applies
to the plan under paragraph (k)(1) or
(k)(2) of this section.

(4) Funding target. In general, the
funding target means the funding target
under §1.430(d)-1, without regard to the
at-risk rules under section 430(i) and
§1.430(i)-1. However, solely for purposes
of sections 436(b)(2)(A) and (c)(2)(A),
the funding target means the funding
target under §1.430(i)-1 if the plan is in
at-risk status for the plan year.

(5) Prior plan year adjusted funding
target attainment percentage—(i) In gen-
eral. Except as otherwise provided in
this paragraph (j)(5), the prior plan year
adjusted funding target attainment per-
centage is the adjusted funding target
attainment percentage determined
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under paragraph (j)(1) of this section
for the immediately preceding plan
year.

(i1) Special rules—(A) Special rule for
new plans. In the case of a plan estab-
lished during the plan year that was
not the result of a merger or spinoff,
the adjusted funding target attainment
percentage is equal to 100 percent for
plan years before the plan was estab-
lished. Except as otherwise provided in
paragraph (j)(6)(ii)(B) of this section, a
plan that has a predecessor plan in ac-
cordance with §1.415(f)-1(c) is not a
plan established during the plan year
under this paragraph (j)(5)(ii)(A). In-
stead, if the plan has a predecessor
plan, the adjusted funding target at-
tainment percentage for the prior plan
year is the adjusted funding target at-
tainment percentage for the prior plan
year for the predecessor plan (and that
predecessor plan’s adjusted funding
target attainment percentage is treat-
ed as equal to 100 percent on any date
on which it is terminated, other than
in a distress termination).

(B) Special rules for plans that are the
result of a merger. [Reserved]

(C) Special rules for plans that are in-
volved in a spinoff. [Reserved]

(iii) Special rules for 2007 plan year—
(A) General determination of 2007 ad-
justed funding target attainment percent-
age. In the case of the first plan year
beginning in 2008, except as otherwise
provided in this paragraph (j)(5), the
adjusted funding target attainment
percentage for the immediately pre-
ceding plan year (the 2007 plan year) is
determined as the fraction (expressed
as a percentage)—

(I) The numerator of which is the
value of plan assets determined under
paragraph (j)(b)(iii)(B) of this section
increased by the aggregate amount of
purchases of annuities for participants
and beneficiaries (other than partici-
pants who, at the time of the purchase,
were highly compensated employees as
defined in section 414(q), which defini-
tion includes highly compensated
former employees under §1.414(q)-1T,
Q&A-4 which were made by the plan
during the preceding 2 plan years, to
the extent not included in plan assets
under section 412(c)(2) (as in effect
prior to amendment by PPA ’06); and
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(2) The denominator of which is the
plan’s current liability determined pur-
suant to section 412(1)(7) (as in effect
prior to amendment by PPA ’06) on the
valuation date for the 2007 plan year
increased by the aggregate amount of
purchases of annuities that were added
to the plan assets under the rules of
paragraph (j)(6)(iii)(A)(I) of this sec-
tion.

(B) General determination of value of
plan assets—(1) In general. The value of
plan assets for purposes of this para-
graph (j)(b)(iii) is determined under
section 412(c)(2) as in effect for the 2007
plan year, except that the value of plan
assets prior to subtracting the plan’s
funding standard account credit bal-
ance described in paragraph
(JH(B)(ii)(B)(2) of this section must be
adjusted so that the value of plan as-
sets is neither less than 90 percent of
the fair market value of plan assets nor
greater than 110 percent of the fair
market value of plan assets on the
valuation date for that plan year.

(2) Subtraction of credit balance. If a
plan has a funding standard account
credit balance as of the valuation date
for the 2007 plan year, that balance is
subtracted from the value of plan as-
sets described in paragraph
(GH(B)(ii)(B)(I) of this section as of that
valuation date. However, the subtrac-
tion does not apply if the value of plan
assets prior to adjustment under para-
graph (j)(5)(iii)(B)(I) of this section is
greater than or equal to 90 percent of
the plan’s current liability as of the
valuation date for the 2007 plan year.

(3) Effect of funding standard carryover
balance reduction for 2007 plan year. Not-
withstanding paragraph (j)(5)(iii)(B)(2)
of this section, if, for the first plan
year beginning in 2008, the employer
has made an election to reduce some or
all of the funding standard carryover
balance as of the first day of that year
in accordance with §1.430(f)-1(e), then
the present value (determined as of the
valuation date for the 2007 plan year
using the valuation interest rate for
that plan year) of the amount so re-
duced is not treated as part of the
funding standard account credit bal-
ance when that balance is subtracted
from the asset value under paragraph
(j)(5)({ii)(B)(2) of this section.
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(C) Plan with end-of-year valuation
date. With respect to the first plan year
beginning in 2008, if the plan had a
valuation date under section 412 that
was the last day of the plan year for
each of the plan years beginning in 2006
and 2007, the adjusted funding target
attainment percentage for the 2007 plan
yvear may be determined as the fraction
(expressed as a percentage)—

(I) The numerator of which is the
value of plan assets determined under
paragraph (j)(5)(iii)(D) of this section
increased by the aggregate amount of
purchases of annuities for participants
and beneficiaries (other than partici-
pants who, at the time of the purchase,
were highly compensated employees as
defined in section 414(q), which defini-
tion includes highly compensated
former employees under §1.414(q)-1T,
Q&A-4 which were made by the plan
during the preceding 2 plan years, to
the extent not included in plan assets
under section 412(c)(2) (as in effect
prior to amendment by PPA ’06); and

(2) The denominator of which is the
plan’s current liability determined pur-
suant to section 412(1)(7) (as in effect
prior to amendment by PPA ’06) on the
valuation date for the second plan year
that begins before 2008 (the 2006 plan
year), including the increase in current
liability for the 2006 plan year, in-
creased by the aggregate amount of
purchases of annuities that were added
to the plan assets under the rules of
paragraph (j)(5)(iii)(C)(I) of this sec-
tion.

(D) Special asset determinations for 2006
adjusted funding target attainment per-
centage—(1) General rule. If the adjusted
funding target attainment percentage
for the 2007 plan year is determined
under the rules of paragraph
(j)(5)(ii)(C) of this section, then the
value of plan assets is determined as
the value of plan assets under section
412(c)(2) as in effect for the 2006 plan
year, adjusted as provided in this para-
graph (j)(5)(iii)(D).

(2) Inclusion of contributions for 2006.
Contributions made for the 2006 plan
year are taken into account in deter-
mining the value of plan assets, regard-
less of whether those contributions are
made during the plan year or after the
end of the plan year and within the pe-
riod specified under section 412(c)(10)
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(as in effect prior to amendment by
PPA °06).

(3) Restriction to 90-110 percent cor-
ridor. The value of plan assets taking
into account the amount of contribu-
tions made for the 2006 plan year is in-
creased or decreased, as necessary, so
that it is neither less than 90 percent of
the fair market value of plan assets nor
greater than 110 percent of the fair
market value of plan assets on the
valuation date for the 2006 plan year

(taking into account assets attrib-
utable to contributions for the 2006
plan year).

(4) Subtraction of credit balance. The
plan’s funding standard account credit
balance as of the end of the 2006 plan
year is generally subtracted from the
value of plan assets determined after
application of paragraph (j)(5)(iii)(D)(3)
of this section. However, this subtrac-
tion does not apply if the value of plan
assets is greater than or equal to 90
percent of the plan’s current liability
determined under section 412(1)(7) (as
in effect prior to amendment by PPA
’06) on the valuation date for the 2006
plan year.

(E) Special rules for mergers and spin-
offs. Rules similar to the rules of para-
graph (j)(5)(ii) of this section apply for
purposes of determining the adjusted
funding target attainment percentage
for the 2007 plan year in the case of a
newly established plan, a plan that is
the result of a merger of two plans, or
a plan that is in involved in a spinoff.

(6) Prohibited payment—(i) General
rule. The term prohibited payment
means—

(A) Any payment for a month that is
in excess of the monthly amount paid
under a straight life annuity (plus any
social security supplements described
in the last sentence of section 411(a)(9))
to a participant or beneficiary whose
annuity starting date occurs during
any period that a limitation under
paragraph (d) of this section is in ef-
fect;

(B) Any payment for the purchase of
an irrevocable commitment from an in-
surer to pay benefits;

(C) Any transfer of assets and liabil-
ities to another plan maintained by the
same employer (or by any member of
the employer’s controlled group) that
is made in order to avoid or terminate
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the application of section 436 benefit
limitations; and

(D) Any other amount that is identi-
fied as a prohibited payment by the
Commissioner in revenue rulings and
procedures, notices, and other guidance
published in the Internal Revenue Bul-
letin (see §601.601(d)(2) relating to ob-
jectives and standards for publishing
regulations, revenue rulings and rev-
enue procedures in the Internal Rev-
enue Bulletin).

(ii) Special rule for beneficiaries. In the
case of a beneficiary that is not an in-
dividual, the amount that is a prohib-
ited payment is determined by sub-
stituting for the amount in paragraph
(GH(DE)(A) of this section the monthly
amount payable in installments over
240 months that is actuarially equiva-
lent to the benefit payable to the bene-
ficiary.

(T) Section 436 contributions. Section 436
contributions are the contributions de-
scribed in paragraph (f)(2) of this sec-
tion that are made in order to avoid
the application of section 436 limita-
tions under a plan for a plan year.

(8) Section 436 measurement date. A sec-
tion 436 measurement date is the date
that is used to determine when the lim-
itations of sections 436(d) and 436(e)
apply or cease to apply, and is also
used for calculations with respect to
applying the limitations of paragraphs
(b) and (c) of this section. See para-
graphs M)A, (h)(2)(1ii)(B),
(h)(2)([iv)(B), and (h)(3)(i) of this section
regarding section 436 measurement
dates that result from application of
the presumptions under paragraph (h)
of this section.

(9) Unpredictable contingent event. An
unpredictable contingent event benefit
means any benefit or increase in bene-
fits to the extent the benefit or in-
crease would not be payable but for the
occurrence of an unpredictable contin-
gent event. For this purpose, an unpre-
dictable contingent event means a plant
shutdown (whether full or partial) or
similar event, or an event (including
the absence of an event) other than the
attainment of any age, performance of
any service, receipt or derivation of
any compensation, or the occurrence of
death or disability. For example, if a
plan provides for an unreduced early
retirement benefit upon the occurrence
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of an event other than the attainment
of any age, performance of any service,
receipt or derivation of any compensa-
tion, or the occurrence of death or dis-
ability, then that unreduced early re-
tirement benefit is an unpredictable
contingent event benefit to the extent
of any portion of the benefit that
would not be payable but for the occur-
rence of the event, even if the remain-
der of the benefit is payable without
regard to the occurrence of the event.
Similarly, if a plan includes a benefit
payable upon the presence (including
the absence) of circumstances specified
in the plan (other than the attainment
of any age, performance of any service,
receipt or derivation of any compensa-
tion, or the occurrence of death or dis-
ability), but not upon a severance from
employment that does not include
those circumstances, that benefit is an
unpredictable contingent event benefit.

(10) Examples. The following examples
illustrate the rules of this paragraph
G

Example 1. (i) Plan S is a non-collectively
bargained defined benefit plan with a plan
year that is the calendar year and a valu-
ation date of January 1. The first effective
plan year is 2008. Plan S is not in at-risk sta-
tus for 2008.

(ii) As of January 1, 2008, Plan S has a
value of plan assets (equal to the market
value of assets) of $2,100,000 and a funding
standard carryover balance of $200,000. Dur-
ing 2006, assets from Plan S were used to pur-
chase a total of $100,000 in annuities for em-
ployees other than highly compensated em-
ployees. No annuities were purchased during
2007. On May 1, 2008, the enrolled actuary for
the plan determines that the funding target
as of January 1, 2008, is $2,500,000.

(iii) The adjusted value of assets for Plan S
as of January 1, 2008, is $2,000,000 (that is,
plan assets of $2,100,000, plus annuity pur-
chases of $100,000, and minus the funding
standard carryover balance of $200,000). The
adjusted funding target is $2,600,000 (that is,
the funding target of $2,500,000, increased by
the annuity purchases of $100,000).

(iv) Based on the above adjusted plan as-
sets and adjusted funding target, the ad-
justed funding target attainment percentage
(AFTAP) as of January 1, 2008, would be
76.92%. Since the AFTAP is less than 80%
but is at least 60%, Plan S is subject to the
restrictions in paragraph (d)(3) of this sec-
tion.

Example 2. (i) The facts are the same as in
Example 1, except that it is reasonable to ex-
pect that the plan sponsor will make a con-
tribution of $80,000 to Plan S for the 2007 plan
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year by September 15, 2008. This amount is in
excess of the minimum required contribution
for 2007. The plan sponsor elects to reduce
the funding standard carryover balance by
$80,000.

(ii) Because it is reasonable to expect that
the $80,000 will be contributed by the plan
sponsor, that amount is taken into account
when the enrolled actuary certifies the 2008
AFTAP under the special rule in paragraph
(h)(4)(A)(B) of this section for plan years be-
ginning before 2009. Accordingly, the en-
rolled actuary for the plan certifies the 2008
AFTAP as 80% (that is, adjusted plan assets
of $2,080,000, reflecting the $80,000 in con-
tributions receivable, divided by the ad-
justed funding target of $2,600,000).

(iii) The ability to take contributions into
account before they are actually paid to the
plan is available only for plan years begin-
ning before 2009. Furthermore, if the em-
ployer does not actually make the contribu-
tion and the difference between the incorrect
certification and the corrected AFTAP con-
stitutes a material change, the plan will
have violated section 401(a)(29) or will not
have been operated in accordance with its
terms.

Example 3. (i) Plan R is a defined benefit
plan with a plan year that is the calendar
year and a valuation date of January 1. Sec-
tion 436 applies to Plan R for 2008. The valu-
ation interest rate for the 2007 plan year for
Plan R is 7%. The fair market value of assets
of Plan R as of January 1, 2007, is $1,000,000.
The actuarial value of assets of Plan R as of
January 1, 2007, is $1,200,000. The current li-
ability of Plan R as of January 1, 2007, is
$1,500,000. The funding standard account
credit balance as of January 1, 2007, is
$80,000. The funding standard carryover bal-
ance of Plan R is $50,000 as of the beginning
of the 2008 plan year. The sponsor of Plan R,
Sponsor T, elects in 2008 to reduce the fund-
ing standard carryover balance in accord-
ance with §1.430(f)-1 by $45,000. No annuities
were purchased using plan assets during 2005
or 2006.

(ii) Pursuant to paragraph (j)(5)(1ii)(B)(I) of
this section, the asset value used to deter-
mine the AFTAP for the 2007 plan year is
limited to 110% of the fair market value of
assets on January 1, 2007, or $1,100,000 (110%
of $1,000,000).

(iii) Pursuant to paragraph (j)(5)(iii)(B)(2)
of this section, the funding standard account
credit balance as of January 1, 2007, is sub-
tracted from the asset value used to deter-
mine the AFTAP for the 2007 plan year. How-
ever, pursuant to paragraph (j)(5)(iii)(B)(3) of
this section, the present value of the amount
by which Sponsor T elected to reduce the
funding standard carryover balance in 2008 is
not subtracted.

(iv) The present value, determined at an
interest rate of 7%, of the $45,000 reduction
in the funding standard carryover balance
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elected by Sponsor T in 2008 is $42,056. Thus,
$42,056 is not subtracted from the 2007 plan
year asset value. Accordingly, the funding
standard account credit balance that is sub-
tracted from the 2007 plan year asset value is
$37,944 (that is, $80,000 less $42,056).

(v) Thus, the asset value that is used to de-
termine the FTAP for the 2007 plan year is
$1,100,000 less $37,944, or $1,062,056. Accord-
ingly, for purposes of this section, the FTAP
for the 2007 plan year for Plan R is 70.8%
(that is, $1,062,056 divided by $1,500,000).

Example 4. (i) Plan T is a non-collectively
bargained defined benefit plan that was es-
tablished prior to 2007. Plan T has a plan
year that is the calendar year and a valu-
ation date of January 1. The first effective
plan year is 2008; the plan met the conditions
of paragraph (j)(1)(ii)(E) of this section for
2008. As of January 1, 2009, Plan T has a
value of plan assets (equal to the market
value of assets) of $3,000,000, a funding stand-
ard carryover balance of $150,000, and a
prefunding balance of $50,000. During 2007 and
2008, assets from Plan T were used to pur-
chase a total of $400,000 in annuities for em-
ployees other than highly compensated em-
ployees. The funding target for Plan T (with-
out regard to the at-risk rules of section
430(1)) is $3,200,000 as of January 1, 2009.

(ii) The plan’s funding status is calculated
in accordance with paragraph (j)(1)(ii)(B) of
this section to determine whether the special
rule for fully-funded plans applies to Plan T.
Accordingly, the value of plan assets deter-
mined without subtracting the funding
standard carryover balance and the
prefunding balance is 93.75% of the plan’s
funding target ($3,000,000 + $3,200,000). The ap-
plicable transitional percentage in para-
graph (j)(1)(ii)(D) of this section is 94% for
2009. Because the percentage calculated
above is less than 94%, the transition rule
does not apply to Plan T.

(iii) Accordingly, the January 1, 2009,
AFTAP for Plan T is calculated without re-
flecting the special rule in paragraph
(H)H(1)(H1)(B) of this section. The AFTAP as of
January 1, 2009, is calculated by dividing the
adjusted assets by the adjusted funding tar-
get. For this purpose, the value of assets is
increased by the annuities purchased for
nonhighly compensated employees during
2007 and 2008, and decreased by the funding
standard carryover balance and the
prefunding balance as of January 1, 2009, re-
sulting in an adjusted asset value of
$3,200,000 (that is, $3,000,000 +
$400,000 — $150,000 — $50,000). The funding tar-
get is increased by the annuities purchased
for nonhighly compensated employees during
2007 and 2008, resulting in an adjusted fund-
ing target of $3,600,000 (that is, $3,200,000 +
$400,000). The AFTAP for Plan T for 2009 is
therefore $3,200,000 + $3,600,000, or 88.89%.
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(k) Effective/applicability dates—(1)
Statutory effective date. Section 436 gen-
erally applies to plan years beginning
on or after January 1, 2008. The appli-
cability of section 436 for purposes of
determining the minimum required
contribution is delayed for certain
plans in accordance with sections 104
through 106 of PPA ‘06.

(2) Collectively bargained plan excep-
tion—(i) In general. In the case of a col-
lectively bargained plan that is main-
tained pursuant to one or more collec-
tive bargaining agreements between
employee representatives and one or
more employers ratified before Janu-
ary 1, 2008, section 436 does not apply to
plan years beginning before the earlier
of—

(A) January 1, 2010; or

(B) The later of—

(I) The date on which the last such
collective bargaining agreement relat-
ing to the plan terminates (determined
without regard to any extension there-
of agreed to after August 17, 2006); or

(2) The first day of the first plan year
to which section 436 would (but for this
paragraph (k)(2)) apply.

(ii) Treatment of certain plan amend-
ments. For purposes of this paragraph
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(k)(2), any plan amendment made pur-
suant to a collective bargaining agree-
ment relating to the plan which
amends the plan solely to conform to
any requirement added by section 436 is
not treated as a termination of the col-
lective bargaining agreement.

(iii) Treatment of plans with both col-
lectively bargained and mnon-collectively
bargained employees. In the case of a
plan with respect to which a collective
bargaining agreement applies to some,
but not all, of the plan participants,
the plan is considered a collectively
bargained plan for purposes of this
paragraph (k)(2) if it is considered a
collectively bargained plan under the
rules of paragraph (a)(5)(ii)(B) of this
section.

(3) Effective date/applicability date of
regulations. This section applies to plan
years beginning on or after January 1,
2010. For plan years beginning before
January 1, 2010, plans are permitted to
rely on the provisions set forth in this
section for purposes of satisfying the
requirements of section 436.

[T.D. 9467, 74 FR 53061, Oct. 15, 2009]

§§1.437-1.440 [Reserved]
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